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Correction: Florida Bar 
Silent on Elective Share 

Due to an editing error, the De- 
cember Journal article “Reforming 
Florida’s Elective Share Law” by 
Abraham M. Mora and Sanford J. 
Schlesinger reported The Florida 
Bar was on record supporting the 
proposal outlined in the article. 
The Real Property, Probate and 
Trust Law Section has adopted the 
proposal as part of its separate 
1998-2000 legislative agenda, but 
The Florida Bar has taken no po- 
sition on the issue. Both the Fam- 
ily Law Section and the Elder Law 
Section oppose any revision of the 
elective share law that would 
modify the percentage of elective 
share in any revocable trust of a 
decedent based on the length of the 
marriage between the decedent 
and surviving spouse. 


Another View of 
Merit Retention 

In response to Gerald Richman’s 
article in the October issue, “The 
Case for Merit Selection and Reten- 
tion of Trial Judges,” I feel compelled 
to respond that merit retention does 
little to cure the many ills associated 
with judicial campaigns. To the con- 
trary, merit retention impinges on 
judicial independence and tempts 
judges to consider the political reper- 
cussions of their rulings upon future 
retention elections. 

I should point out that whatever sys- 
tem is chosen for the election of trial 
judges in the future will have no effect 
on me as I am serving my last term. 
Thus, I have no dog in the fight. 

In 1984 I ran successfully for cir- 
cuit court in a direct election. In 
March of that year the Florida Su- 
preme Court decided Fine uv. 
Firestone, 448 So. 2d 984, ruling that 
the Citizens’ Choice on Government 
Revenue proposal must be removed 
from the 1984 ballot because it vio- 
lated Art. XI, §3 of the Florida Con- 
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stitution, requiring constitutional 
amendments to embrace but one sub- 
ject. Shortly thereafter Justice Shaw 
and Justice Ehrlich were in a reten- 
tion election. Rather than an oppo- 
nent required to post a filing fee and 
suffer the travails of a campaign, 
they were opposed by the Citizens’ 
Choice. I encountered them on the 
hustings seeking, as I was, to curry 
favor from the voters and to finance 
their campaigns. We were equally up 
to our judicial necks in whatever evils 
are inherent in judicial elections de- 
spite that mine was a direct election 
and theirs was merit retention. I, at 
least, had an opponent who had to 
suffer with me. 

Merit retention does not cure any 
evil and has a serious side effect. A 
judicial ruling is likely to anger some 
group who will mount a campaign 
against retention. I believe most 
judges have the integrity to disregard 
this prospect but some will be guided 
by the political implications. To be 
sure, in a direct election some judges 
will be guided by campaign contri- 
butions but, again, I believe in the 
integrity of most judges. 

Coincidentally, the October issue of 
the American Bar Association Jour- 
nal contains an article “A Run for the 
Bench” by Mark Hanson. It cites the 
current merit retention elections in 
California wherein the incumbents 
are targeted for defeat by a coalition 
of anti-abortion interests which has 
announced a $2 million campaign 
against the judges. It also cites the 
ouster of Rose Bird and two other 
justices in an $11.4 million retention 
election spawned by their rulings 
against the death penalty. 

Recognizing that there is some- 
thing wrong with electing judges and 
that the same evils prevail in direct 
elections and merit retention elections, 
we must ask if there is another solu- 
tion, short of lifetime appointment. I 
think there is. If judges stood for di- 
rect election but the terms of office in- 
creased after each election the evils 
would be reduced to a minimum. For 
example, if a judge’s first term was for 
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Oath of Admission 
to The Florida Bar 


The general principles which 
should ever control the lawyer 
in the practice of the legal pro- 
fession are clearly set forth in 
the following oath of admission 
to the Bar, which the lawyer is 
sworn on admission to obey 
and for the willful violation to 
which disbarment may be had. 

“| do solemnly swear: 

“| will support the Constitution 
of the United States and the 
Constitution of the State of 
Florida; 

“| will maintain the respect due 
to courts of justice and judicial 
officers; 

“| will not counsel or maintain 
any suit or proceedings which 
shall appear to me to be un- 
just, nor any defense except 
such as | believe to be honestly 
debatable under the law of the 
land; 

“| will employ for the purpose 
of maintaining the causes con- 
fided to me such means only 
as are consistent with truth 
and honor, and will never seek 
to mislead the judge or jury by 
any artifice or false statement 
of fact or law; 

“| will maintain the confidence 
and preserve inviolate the se- 
crets of my clients, and will ac- 
cept no compensation in con- 
nection with their business 
except from them or with their 
knowledge and approval; 

“| will abstain from all offensive 
personality and advance no fact 
prejudicial to the honor or repu- 
tation of a party or witness, un- 
less required by the justice of 
the cause with which | am 
charged; 

“| will never reject, from any 
consideration personal to my- 
self, the cause of the defense- 
less or oppressed, or delay 
anyone's cause for lucre or 
malice. So help me God.” 


four years, to be followed by an eight- 
year and then a 12-year term, to be 
followed by tenure until retirement, 
the judge would be assured of opposi- 
tion only by a candidate rather than a 
special interest group. It is a reason- 
able assumption that a poor quality 
judge would be revealed as such early 
on and thus draw an opponent. As the 
judge’s career continued he or she 
would be further removed from the 
political process. 

This is not a panacea but at least 
it does something to insulate judges 
from the evils of campaign financing 
without exposing them to retribution 
from special interest groups. 

JAMES T. CARLISLE 
West Palm Beach 


Keeping Children 
Out of Court 

Thank you for printing “Child Tes- 
timony” by William Slicker (Novem- 
ber 1998). Mr. Slicker is absolutely 
correct. When I reviewed the draft of 
the family law rules, I was appalled 
to see the apparent desire to keep 
children out of court. Perhaps these 
same theoreticians would like to ex- 
tend this ban to all proceedings. 

Sometimes lawyers are unable to 
decide the priority of important mat- 
ters. Determining the truth is far 
more important than anyone’s stress. 
After all, our court system is built on 
trying to determine truth. 

The opposing view is poorly rea- 
soned and ignores several centuries 
of legal experience. 


Henry P. TRAwICcK, JR. 
Sarasota 


More on Qualified Plans 

The article, “Warning: Qualified 
Plans May Not Be Protected in Bank- 
ruptcy Despite Patterson v. Shumate” 
(November 1998), probably does not 
state the law generally and almost cer- 
tainly does not accurately portray the 
state of the law in Florida. Although 
the article correctly recognizes the 
uncertainty over the threshold ques- 
tion of a plan’s tax-qualified status as 
a condition for satisfying the “ERISA 
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qualified” requirement of Patterson v. 
Shumate, from there on the analysis 
goes down hill. 

The authors attribute to 
Youngblood v. F.D.I.C., the proposi- 
tion that a bankruptcy court should 
defer to an IRS determination of a 
plan’s qualified status. However, 
Youngblood was an anomaly in that 
the IRS had, in fact, audited the sub- 
ject plan shortly before the bank- 
ruptcy. In most cases the only deter- 
mination the IRS will have made 
regarding the tax qualified status of 
a retirement plan is based on an ex- 
amination of the plan documents re- 
sulting in a determination that the 
plan is form qualified. However, the 
issues presented in bankruptcy gen- 
erally focus on operational flaws or 
on form flaws occurring after the IRS 
had issued a letter of determination 
with respect to the plan. For instance, 
in Swift v. State Farm Life Ins. Co., 
129 F.3d 792 (5th Cir. 1997) (not cited 
in the article), decided by the same 
court that decided Youngblood, the 
Fifth Circuit affirmed a bankruptcy 
court finding that interests trans- 
ferred from a Keogh plan were not 
exempt because the Keogh had not 
been amended to comply with the 
applicable tax qualification require- 
ments of the Internal Revenue Code. 

After discussing Youngblood and 
the related argument that tax quali- 
fication is not a requirement of the 
Bankruptcy Code, the authors state, 
“Unfortunately, the only Florida 
court to address the issue, the Bank- 
ruptcy Court for the Middle District 
of Florida, had ruled to the contrary.” 
In re: Harris, 188 B.R. 444 (Bankr. 
M.D. Fla. 1995). To the contrary, in 
In re: Blais, 220 B.R. 485 (S. D. Fla. 
1997) (not cited in the article), the 
Southern District of Florida specifi- 
cally declined to follow Youngblood, 
and reversed the decision of the 
bankruptcy court (which was cited in 
the article) and remanded the case 
for a determination of whether the 
plan in question was operationally 
qualified. More importantly, the ar- 
ticle ignores the subsequent history 
of In re: Harris. Harris was affirmed 
by the district court (Case No. 95- 
1858-CIV-T-23E (M.D. Fla. May 25, 
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1996), affirmed per curiam by the 
11th Circuit, 116 F.3d 1492 (11th Cir. 
1997)), and went to the U.S. Supreme 
Court which denied certiorari sub. 
nom Harris v. Jensen, 118 S. Ct. 370, 
139 L.Ed. 2d 288 (1997). 

In Harris the debtor’s petition for 
certiorari was based on the proposi- 
tion that a minor flaw in the opera- 
tion of a plan did not justify a find- 
ing that the plan was not 
“ERISA-qualified” and the 11th 
Circuit’s ruling conflicted with the 
7th Circuit in In re: Baker, 114 F.3d 
636 (7th Cir. 1997) (also not cited by 
the authors), in which the court ex- 
pressly held that tax-qualification 
was not a requirement for exclusion 
of interest in a qualified plan under 
the test of Patterson v. Shumate. If 
the Supreme Court had not intended 
for tax qualification to be a require- 
ment for satisfying the Patterson test, 
Harris gave the Court an opportunity 
to address this issue, and the court’s 
denial of certiorari is strong evidence 
that the Court intended to require 
tax qualification as a prerequisite to 
exemption in bankruptcy. Concededly, 
the fact that the 11th Circuit ruled in 
an unpublished opinion and the Su- 
preme Court denied certiorari means 
that these decisions do not represent 
binding precedent. Nonetheless, attor- 
neys who advise debtors in bankruptcy 
need to be aware of the subsequent 
history of Harris. 

Furthermore, the authors incor- 
rectly suggest that when a plan’s tax 
qualification is in doubt, a debtor 
may protect assets by terminating 
the plan and rolling the assets over 
to an IRA. Unfortunately, this is not 
a viable solution. In Baetens uv. 
Comm., 777 F.2d 1160, 1176 (6th Cir. 
1985), the Sixth Circuit emphasized 
that “Congress has clearly stated in 
section 402 that distributions that 
are reinvested in IRAs deserve no 
preferential tax treatment unless 
they are distributions from qualified 
plans and trusts.” This principle was 
also applied in Wm. Bryen Co. v. 
C.I.R., 89 T.C. 689 (1987), in which 
the Tax Court specifically held that 
the transfer of assets in a 
nonqualified plan into an otherwise 
qualified plan resulted in the dis- 


qualification of the plan into which 
the assets had been transferred. See 
also State Farm Life Ins. v. Swift (IRA 
is not exempt in bankruptcy if it rep- 
resents a transfer from a 
nonqualified plan.) Applying these 
principles, in In re: Banderas, Case 
97-16392-9P7 (Bankr. M.D. Fla. Sep- 
tember 23, 1998), Judge Paskay de- 
nied a debtor’s claim of exemption for 
a $950,000 roll-over IRA on the 
grounds that the assets in the IRA 
had been rolled over from a 
nonqualified profit sharing plan. 
Finally as an aside it should be 
noted that Florida’s exemption stat- 
ute, §222.21(2)(a), only applied to 
“qualified” plans. Therefore, even in 
state court proceedings, an interest 
in a retirement plan that fails a re- 
quirement for tax qualification may 
be subject to the claims of creditors 
under the same principles that bank- 
ruptcy courts have applied to deny 
claims of exclusion and exemption in 
bankruptcy. 
ALAN P. WooDRUFF 
Cape Coral 


Authors’ Response 

The authors of the article take is- 
sue with the above comment, but the 
length of their response is limited by 
the publisher. 

Youngblood is not an anomaly. The 
rationale for the cases which follow 
Youngblood, cited at endnote 18, is 
that the plan’s operational violations 
were reflected in the annual tax re- 
turns and reports made to the IRS, 
and if the IRS did not disqualify the 
plan from its tax-exempt status, then 
neither should the Bankruptcy 
Court. 

Contrary to the comment’s asser- 
tion, the Fifth Circuit in Swift v. State 
Farm Life Insurance Co. , 129 F.3d 792 
(5th Cir. 1997), did not decide the 
Youngblood issue. The sole issue was 
whether the debtor’s causes of action 
against his former employer, for neg- 
ligence and breach of fiduciary duty 
in its administration of his Keogh 
plan, constituted property subject to 
the claims of creditors. The Fifth Cir- 
cuit held that the debtor’s causes of 
action accrued before he filed his 
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bankruptcy petition because he suf- 
fered actual damage before the fil- 
ing, which means the causes of ac- 
tion became the property of the 
bankruptcy estate. Nonetheless, the 
Fifth Circuit affirmed the district 
court’s determination that said 
“property” was exempt under Texas 
law. 

The comment erroneously implies 
that the article, at page 37, incor- 
rectly states that In re Harris is the 
only Florida case to address the 
Youngblood issue. The quotation: 
“Unfortunately, the only Florida 
court to address this issue, the Bank- 
ruptcy Court for the Middle District 
of Florida, has ruled to the contrary” 
does not refer to the Youngblood is- 
sue; it clearly refers to the issue of 
whether tax qualification is a neces- 
sary element of “ERISA-qualifica- 
tion” under Shumate. 

Contrary to the comment’s asser- 
tion, the article cites Blais and ex- 
plains its distinction of Youngblood 
(endnote 19). 

The comment misperceives the sig- 
nificance placed on the “subsequent 
history” of In re Harris and misstates 
the holding of In re Baker. While the 
Baker court opined that “ERISA- 
qualified” “[mJost likely” means that 
the plan was “covered by Subchap- 
ter I of ERISA,” it did not rule on that 
issue because the plan in Baker was 
indisputably tax-qualified. Conse- 
quently, the Supreme Court’s denial 
of certiorari sends no message what- 
soever as to whether it views tax- 
qualification as a necessary element 
of “ERISA-qualification.” 

Finally, the authors do not suggest 
that where a plan’s tax qualification 
is in doubt a debtor may protect his 
assets by terminating the plan and 
rolling over the assets into an IRA. 
The suggestion to terminate a quali- 
fied plan and rollover the assets into 
an IRA was intended strictly as a 
prophylactic measure, i.e., to protect 
all assets currently in a qualified 
plan from an attack in the future that 
the plan is no longer tax qualified. 


Marcia F. Levine, T: Martin, 
Mervyn S. GERSON 
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Responding to Judicial Criticism 


am going to address judicial 

criticism—in particular, un- 

just criticism—and the legal 

profession’s responsibility to 
respond to such criticism. But before 
I do, allow me to provide a few pre- 
liminary observations. 

None of us are above criticism— 
personally or professionally. That 
doesn’t mean we all do something 
“wrong,” it just means we may do 
something that someone else doesn’t 
like or doesn’t agree with for what- 
ever reason. Often, through public 
criticism, those who criticize another 
seek to attract attention to their per- 
sonal cause—to manipulate a situa- 
tion to their own advantage. 

Criticism can be constructive. If 
the criticism highlights or uncovers 
a legitimate problem, then such criti- 
cism often provides the impetus to 
fix the problem. Criticism also can be 
pernicious and destructive. In a word, 
criticism can be “unjust.” If it is mis- 
guided, unsubstantiated, exagger- 
ated and unanswered, then such 
criticism unfairly demeans and de- 
stroys a person or institution by erod- 
ing respect, confidence and trust. It 
all happens incredibly quickly today. 
Sending and receiving messages oc- 
curs in nanoseconds—not minutes, 
hours or even days! The “words” and 
“images” are disseminated via 
Internet, mass media and even blast 
fax! Such communication occurs al- 
most instantaneously. And through 
the wonders of modern technology, 
those messages can be reasonably 
targeted to specific groups and indi- 
viduals. 

Sometimes members of the judi- 
ciary or a judicial decision are the 
subject of such unjust criticism. Un- 
der those circumstances, such criti- 
cism must be confronted and an- 
swered. 


Regarding un- 
just criticism of 
judges, The Florida 
Bar has had a 
policy (Standing 
Board Policies, se- 
ries 1400) in effect 
for over 25 years: 


Response Permitted: 
“The bar should re- 
spond publicly to at- 
tacks upon a judge only if the attack is: 
(1) an unwarranted or unjust attack ona 
judge in a pending case—regardless of the 
source of the attack if it was a public ut- 
terance. (“Unwarranted” or “unjust” is to 
be defined on a case-by-case basis.) 

(2) any “unwarranted” or “unjust” attack 
or series of attacks on a judge or court 
that may adversely affect the administra- 
tion of justice.” 
ibited: “The bar should not 
respond to attacks upon a judge, even if 
unjust or unwarranted, where the attacks 
are made during judicial campaigns. This 
policy is based on the facts that a judge 
may respond to attacks made during ju- 
dicial campaigns and that any response 
by the bar may be construed as an en- 
dorsement of a particular candidate for 
judicial office.” 


Careful thought should be given in 
deciding whether to respond. Would a 
response serve a public information 
purpose? Would the criticism substan- 
tially and negatively affect the judi- 
ciary or other parts of the legal sys- 
tem? Would continuing discussion of 
the controversy serve to lower public 
perception of the dignity of the court, 
the judiciary or the judicial system? Is 
the critic so obviously uninformed 
about the judicial system that a re- 
sponse can be made on a factual ba- 
sis? Does the criticism or report, al- 
though generally accurate, contain all 
or enough facts of the event or proce- 
dure reported to be fair to the judge 
being criticized? Does the criticism 
raise issues of judicial ethics appropri- 
ate for presentation to the Judicial 
Qualifications Commission? 
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There are common sense limits 
to responding to criticism. De- 
pending on the case and circum- 
stances, The Florida Bar cannot 
respond directly to the facts of a 
case as if it were taking sides on 
an issue or determining some le- 
gality. However, when a response 
is permitted, generally there are 
several points that can be made. 
Among those points: 
¢ That judges have no control over 
what comes before them and must 
decide all of those cases following 
the law established by higher 
courts, and that one side always 
loses in every lawsuit; 
¢ That judges are not wholly free 
to defend themselves and ordi- 
narily it is not appropriate for 
them to personally answer 
charges made against them or 
their decisions; 
¢ The reasons for which the par- 
ticular criticism or attack is con- 
sidered unjust; 
¢ The need for independent 
judges who will not be influenced 
by unjustified criticism of them or 
their decisions requires that the 
organized bar remind both law- 
yers and the public of these facts; 
¢ When the law needs to changed, 
our present judicial system pro- 
vides for change through legisla- 
tive action or constitution revi- 
sion; 
¢ The judicial system provides ap- 
pellate courts so that the decisions 
of judges may be reviewed and, if 
appropriate, corrected. 

If a response is determined to 
be appropriate, selection of the 
points to be made will depend on 
the facts of the particular case and 
whether the statement is directed 
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Privacy: It’s Everybody’s Business 


arch 20 will mark the sil- 

ver anniversary of The 

Florida Bar’s Media-Law 

Conference. We were pio- 
neers 25 years ago when we began our 
effort to help reporters and editors 
better understand the legal process, 
the court system, and the lawyer’s role 
within the system, and I believe we 
still are in the vanguard in this im- 
portant area today. 

If this year’s program is as success- 
ful as the conferences of recent years 
—which early interest suggests it will 
be—more than 250 lawyers, judges, 
and representatives from print and 
broadcast media will converge at the 
Tradewinds Resort in St. Petersburg 
for a Saturday session covering sev- 
eral aspects of a topic of growing in- 
terest to us all: privacy. 

Under the leadership of conference 
co-chairs and media lawyers Eliza- 
beth Johnson of Tampa and David 
Bralow of Orlando, the Media and 
Communications Law Committee, 
chaired by Edward Mullins of Miami, 
has put together an outstanding pro- 
gram that should be of interest not 
only to the attorney whose practice is 
limited to media issues, but also to the 
general practitioner who from time to 
time confronts media-related issues. 
Participants may earn up to nine 
hours of continuing education credit 
for attending the conference, includ- 
ing ethics credits. 

Besides The Florida Bar, major 
sponsors of this year’s conference are 
the law firms of Holland & Knight and 
Steel, Hector & Davis, as well as the 
Tampa Tribune and Tampa’s WFLA- 
TV. Other law firms and media organi- 


zations will be 
coming on board as 
co-sponsors. 

The conference 
will follow its tra- 
ditional format, 
with a morning 
plenary panel dis- 
cussion, followed 
by breakout ses- 
sions for more in- 
depth, small group discussions. Bar 
President Howard Coker also will be 
on hand to present the Bar’s annual 
media awards for excellence in report- 
ing on legal system issues and other 
law-related topics. 

Plans for some of the sessions still 
were being finalized at the time of this 
writing. An early look at the program 
as it was taking final form showed 
sessions, and their descriptions by 
conference planners, confirmed on: 

¢ Torts, Torts Everywhere. “It’s 
not just defamation anymore. As inven- 
tive plaintiffs’ lawyers turn to trespass, 
misappropriation, misrepresentation, 
theft of trade secrets and §1983 as al- 
ternative theories against the media, 
how does the industry defend itself? 
This panel will look at the newest cases 
and hottest theories of liability against 
the media.” 

° News and Video Vetting. “The 
specter of a lawsuit or subpoena need 
not deter reporters, photographers 
and editors from pursuing the ‘big 
story’ or sharp investigative piece. 
Using video and PowerPoint presen- 
tations, expert lawyers and talented 
editors share their secrets for pre- 
broadcast and pre-publication review.” 

¢ Internet Privacy and Intellec- 
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tual Property. “With the recent de- 
cisions involving the Communication 
Decency Act, web publishers have 
nothing to worry about, right? Not 
necessarily—privacy, copyright, trade- 
mark and children’s online protection 
are issues this panel will investigate.” 
¢ Privacy or Right of Access? 
“When, if ever, do privacy rights trump 
First Amendment and common law 
rights of court access? How does pri- 
vacy play a role in ever-increasing ex- 
emptions to the Florida Public 
Records Act? What effect does open- 
ness have on children in the court sys- 
tem and private businesses working 
with government? Hear sharply diver- 
gent views on these issues, punctu- 
ated with objective analysis from rep- 
resentatives of the judiciary.” 

The plenary session, entitled, Lik- 
ing, but Avoiding Your Lawyers: 
Ethical Considerations for the 
Year 2000, will examine ethics and 
privacy concerns raised by the explo- 
sion of available information, as well 
as traditional ethical concerns faced 
by all media outlets. It promises to 
be a lively discussion. 

Look for registration forms and 
complete information in the January 
1 issue of the Bar News or call Toyca 
Williams of our Public Information 
and Bar Services staff at (850)561- 
5766. 


JOHN F. HARKNESS, JR. 
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The Lawyer’s Role 
Managing the Millennium Bug 


by Sen. John Grant and Steven G. Burton 


t has been called the “Y2K problem,” the “millennium 

bug,” and the “Y2K glitch.” The possible ramifica- 

tions have been likened to everything from commer- 

cial Armageddon to the muffled bang of a wet fire- 
cracker. While the impact of the problem may lie somewhere 
in the middle, its magnitude will depend on measures taken 
by governments, businesses, and their attorneys to become 
Y2K compliant during the next 12 months. 

Lawyers clearly will play multifaceted roles with respect 
to Y2K issues. We will be expected to warn clients of the 
problem and evaluate their rights and responsibilities re- 
garding Y2K assessment and plan implementation. We will 
also be expected to protect clients’ interests by drafting ap- 
propriate contractual language and making recommenda- 
tions regarding insurance coverage. Finally, we will be ex- 
pected to litigate when clients are damaged by Y2K 
problems. 

Beyond protecting our business clients, attorneys also 
must be concerned with the Y2K compliance of their law 
firms. This article considers the scope of the problem and 
some issues lawyers will wish to consider as the clock winds 
down on the millennium. 


The Problem 

The Y2K problem originates in computer chips and pro- 
grams that use two digits to describe year/date information. 
At midnight on December 31, 1999, some information sys- 
tems will not be able to tell whether the year is 1900 or 2000. 
Many noncompliant computer chips or programming will ei- 
ther shut down or will emit corrupt data. 

While it may seem abstract to many of us, the problem is 
very real. The U.S. Senate established the Committee on 
Year 2000 to take on the ominous task of preparing this 


14 THE FLORIDA BAR JOURNAL/JANUARY 1999 


country for the ramifications of Y2K noncompliance. Sena- 
tor Bennett (R. Utah), speaking for the committee, priori- 
tized what he considered as the major areas of concern:! 

1) Utilities, particularly power plants and water treat- 
ment plants. 

2) Telecommunications. 

3) Transportation, including air traffic control systems 
and global positioning systems. 

4) The financial system, in particular clearinghouse op- 
erations and electronic funds transfer. 

5) General government services, such as Medicare, Med- 
icaid, welfare, and food stamp distributions. 

6) General manufacturing, including automated manu- 
facturing plants and just-in-time inventory systems. 

7) Litigation. 

The federal government has taken many other steps to 
prepare for the problem. For example, it recently authorized 
the printing of $50 billion in currency to add to the $150 
billion in cash reserves for next year® because of the antici- 
pated run on banks. This is the first time the federal govern- 
ment has planned for a nationwide demand for extra cash.* 

Notwithstanding the federal government’s efforts in this 
area, the forecasts do not look promising. The Department 
of Defense, Department of Labor, and the Nuclear Regula- 
tory Commission are not expected to become compliant until 
2001. The Department of Health and Human Services and 
the Department of Energy are not expected to achieve Y2K 
compliance until 2002. The Department of State is not ex- 
pected to become compliant until 2027, and the Depart- 
ments of Justice and Education are not forecasted to achieve 
Y2K compliance until 2030. Although the Departments of 
Transportation and Treasury are expected to be compliant 
in the years 1999 and 2000 respectively, both recently re- 


_ 


ae 


Joe McFadden 


ceived a “D” grade by the Senate 
Subcommittee on Government Man- 
agement and Information Technology.* 

A survey conducted a year ago in- 
dicated that fewer than 50 percent of 
municipalities believed their comput- 
ers had Y2K problems. Experts con- 
sidered this “Pollyanna thinking.”® If 
Y2K problems have in fact been un- 
derestimated by those in local govern- 
ment, the effects to the investments 
made by bond holders and those who 
rely on government-backed services 
could be disastrous. 

The government’s degree of Y2K 
compliance is critical to the continued 
flow of goods and services within the 

chain of commerce. 
Mail, traffic, rail, 


Attorn eys subway, and utilities 


can each be ad- 

versely affected by 

must be operating systems, 
programming, or 

p roa ctive computer chips that 
. are not Y2K compli- 
In ant. Emergency ser- 
vices such as 911, 


addressing fire, police and res- 


cue service provid- 
tion has been pro- 
Protection Act of 


the ers are also at risk. 

Although legisla- 
potential 

posed—such as 

Florida’s Commerce 

problems 1999, designed in 

part to encourage 


of compliance among 
governmental agen- 
DUSINESS ies to preserve the 
health and welfare 
clients. of the public—the 
laws enacted 


among the states 
to date principally protect govern- 
ment against incurring liability by ex- 
tending sovereign immunity to cover 
Y2K-related mishaps.® 


A Glimpse of the Future 
Although not related to any Y2K 
malfunction, several events occurred 
recently which may provide a glimpse 
of what may occur when operating 
systems, programming, and computer 
chips are not Y2K compliant. In May 
of this year the Galaxy 4 satellite 
malfunctioned, rendering 32 million 


pagers useless for a day. Two months 
later the Hong Kong airport’s cargo 
and baggage handling computer sys- 
tem malfunctioned, causing the deliv- 
ery of goods to be delayed, perishable 
cargo to spoil, and many passengers 
to miss their flights. The cost of the 
malfunction was estimated to be as 
high as $2 billion in damage over a 
nine-day period.’ Intel was one of the 
businesses that suffered a significant 
impact to its supply chain as a result 
of the Hong Kong malfunction, which 
in turn prompted a partial shutdown 
of two Intel plants.® Similarly, in 1996 
the computers controlling a New 
Zealand aluminum smelting plant 
shut down for several hours because 
programmers failed to consider leap 
years in the operation’s software. The 
mistake cost the company half a bil- 
lion dollars. Several hours after the 
New Zealand plant shut down, a plant 
in Tasmania reported similar prob- 
lems.° Then, in mid-April of this year, 
AT&T’s Interspan data network 
ceased operating for almost 20 hours, 
causing teller machines and credit 
card processing devices to go off-line.’ 
These types of occurrences will be 
commonplace as we approach the Year 
2000. Attorneys must be proactive in 
addressing the potential Y2K prob- 
lems faced by their business clients 
so that they can avoid being ensnared 
in costly litigation or can be ensured 
of an avenue for potential redress in 
the event they suffer damages. 


Insurance and Litigation 

According to The Financial Post, in- 
surers may be among the hardest hit 
by the costs associated with the Y2K 
bug.'! Some experts have indicated 
that certain insurers may become in- 
solvent due to Y2K claims.” The 
litigation defense costs and declara- 
tory judgment costs associated with 
litigation over whether Y2K-related 
losses are covered under present poli- 
cies is expected to rival the costs suf- 
fered by insurers and reinsurers for 
asbestos and environmental litiga- 
tion combined." Recognizing the po- 
tential for large numbers of Y2K 
claims, regulators in 46 states, in- 
cluding Florida, are allowing insur- 
ers to exclude Y2K-related occur- 
rences from their policies."* 


16 THE FLORIDA BAR JOURNAL/JANUARY 1999 


Remarkably, despite the fact that 
Lloyds of London, Giga Information 
Group, Gartner Group, and others es- 
timate that $1 trillion in damages and 
associated litigation costs will result 
from the Y2K bug," some still con- 
sider the Y2K problem insignificant. 
Sen. Bennett predicts that it will be 
the litigation costs rather than the 
costs to correct the bug that will bring 
the country into recession.'* Already 
there have been over 30 lawsuits filed 
regarding Y2K issues. The majority of 
these suits are class actions. As the 
litigation and business costs from 
Y2K-related problems increases, pub- 
licly traded companies may find that 
the turn of the millennium will be the 
single most significant event to im- 
pact their share prices. 

One Y2K-related lawsuit was Pro- 
duce Palace International v. Tec- 
America Corp.’ The case provides a 
glimpse of theories of recovery and 
damages being asserted as a result of 
Y2K system failures. In Produce Pal- 
ace, a grocery store filed suit against 
the distributor and manufacturer of 
a computer point-of-sale system used 
to process purchases made by custom- 
ers at the grocery store. The plaintiff 
asserted that the system failed to pro- 
cess credit cards with expiration dates 
on or after January 1, 2000, and said 
the distributor failed to fix the defects. 
The defect allegedly caused the sys- 
tem to intermittently shut down. The 
plaintiff claimed the system was down 
100 of its first 500 days in operation. 
Among the theories of recovery, the 
plaintiff asserted claims for breach of 
express and implied warranty, viola- 
tion of the Magnuson-Moss Warranty 
Act, breach of warranty of fitness for 
particular purpose, revocation of ac- 
ceptance, breach of duty of good faith, 
negligent repair, misrepresentation, 
breach of contract, and violation of the 
state Consumer Protection Act. 
Among the damages associated with 
the intermittent shutdown, the plain- 
tiff claimed loss of income and cus- 
tomer base, damage to customer good 
will, damages for employee down time, 
damages for the loss of use and value 
of the malfunctioning computer sys- 
tem, and repair costs. 

The manufacturer defended on the 
basis of lack of privity between it and 


Produce Palace and claimed the diffi- 
culties were caused by the plaintiff’s 
improper operation of the system, the 
plaintiff’s credit card processing com- 
pany and/or the distributor. The 
manufacturer also asserted that it 
developed a software upgrade to take 
care of the problems but that the 
plaintiff and the distributor either 
failed to install the upgrade or in- 
stalled the upgrade improperly. The 
manufacturer brought a cross-claim 
against the distributor for breach of 
the distribution agreement and in- 
demnification. The manufacturer then 
claimed that the distributor failed to prop- 
erly install the system initially, failed to 
properly install the software update for 

the system, and 

claimed that the 

distributor intro- 


duced a computer 

One virus into the sys- 
tem during repair. 

Su rvey The distributor 
alleged that the 

found 80 contract for pur- 
: chase excluded all 

percent O warranties and 


precluded claims 
for consequential 
damages. In addi- 
tion, the distribu- 
tor asserted that 
schedule the problems as- 
sociated with the 
in system were 
caused by the 


U.S. firms 
behind 


becoming plaintiff or other 
third parties. 

Y2K Finally, the dis- 
tributor brought a 

Compliant, 


the manufacturer 
for any damages 
sustained as a re- 
sult of the suit, 
claiming that the problems were design 
related. Before the case was tried, the par- 
ties settled and Produce Palace was paid 
$260,000. Experts believe this type of liti- 
gation will be prevalent come January 1, 
2000. 

To mitigate against the litigation 
costs associated with bringing and 
defending lawsuits like Produce Pal- 
ace, it has been estimated U.S. com- 
panies will spend approximately $520 
billion!® to become Y2K compliant. In 


fact, Citicorp, General Motors, Bank 
of America, GTE, Sprint, and AT&T 
combined have already budgeted or 
spent approximately $2.4 billion at- 
tacking the problem.'® Because of the 
substantial costs involved in becom- 
ing Y2K compliant, some businesses 
have decided to merge to share the 
expense, and small to midsize banks 
may be forced to seek mergers with 
larger rivals to avoid the threat of fail- 
ing computer systems.”° Although 
some businesses are taking measures 
to become compliant, Gartner Group 
estimates that about 50 percent of all 
businesses will have some form of Y2K 
problem on January 1, 2000.74 Cur- 
rently, a survey by the consulting firm 
of Cap Gemini America found that 80 
percent of U.S. firms are behind sched- 
ule in becoming Y2K compliant.” 


Stream of Commerce 
Businesses should not be concerned 
only with their own Y2K compliance, 
because they do not operate in a 
vacuum. It has been reported that the 
typical business controls only about 
25 percent of its critical resources, and 
that a disruption of a mere five per- 
cent of its supply can cripple a busi- 
ness, causing a chain reaction for 
those with whom it deals.” This sug- 
gests that in today’s interdependent 
economy, businesses now more than 
ever are relying on one another to 
provide customers with goods and ser- 
vices. The health of the market de- 
pends on the consistent interaction 
between participants. Businesses in 
both the manufacturing and services 
industries that sell to ultimate con- 
sumers must themselves rely on the 
continual supply of a variety of goods 
and services from vendors. Noncom- 
pliance by a supplying vendor creates 
a weak link in the chain of commerce 
that places the flow of goods and ser- 
vices in jeopardy. In addition to busi- 
nesses directly, officers and directors 
of businesses who ignore the degree 
of Y2K compliance achieved by their 
vendors may in turn subject them- 
selves to liability for breach of their 
fiduciary obligations if damages are 
caused by a Y2K supply disruption.” 
Increasingly businesses will receive 
letters from their customers, vendors, 
service providers, and others with 
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whom they interact that inquire about 
the business’ degree of Y2K compliance. 
For example, a customer may write: 


We are contacting each of our vendors 
to help us assess the scope of our Year 
2000 issues. We need information from 
you regarding our use of the following 
goods and services provided by your com- 


The letter will also request that the 
vendor reply with an anticipated 
date on which it expects to become 
Y2K compliant. There are three prin- 
cipal purposes for such letters. First, 
the writer is attempting to ascertain 
whether to continue to engage in the 
business relationship. In particular, 
the writer may state the following: 


We appreciate your service as a ven- 
dor and rely on your company in deliver- 
ing our products and services to our cus- 
tomers .. .. If you have no plans to be 
Y2K compliant by September 1, 1999, 
please alert us now so that we may begin 
the search for replacement services. 

If the response indicates an inad- 
equate Y2K compliance program, the 
writer may use this information as an 
excuse to terminate the business rela- 
tionship. Second, the writer is attempt- 
ing to establish a basis for reliance. For 
example, the writer may state: 

We expect that your company will be- 
come Y2K compliant, and will specifically 
rely on your statements to us of yourY2K 
compliance in assessing our own Y2K 
exposure. 


If the response indicates that the 
business is Y2K compliant or that it 
will achieve compliance prior to the 
turn of the millennium, the writer 
may be able to recover resulting dam- 
ages in the event the representation 
turns out to be untrue. Despite recent 
legislation, the language used to re- 
spond to these inquiries could still 
cause a business to incur liability that 
it might not otherwise incur. Third, 
the letters are sent on behalf of offic- 
ers and directors in the hope of satis- 
fying their fiduciary obligations to 
their organizations to assess poten- 
tial adverse effects on the organiza- 
tion caused by the Y2K problem. 


Commerce Protection Act 
Because of the growing concern 
over the level of Y2K preparedness 
among government and the private 
sector, the Florida Commerce Protec- 
tion Act of 1999 was drafted with one 
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overriding objective: to encourage 
businesses and government agencies 
to become Y2K compliant in order to 
preserve the free flow of goods and 
services as we approach the new mil- 
lennium. Each manufacturer, retailer, 
service provider, and governmental 
subdivision provides an integral link 
in the chain of commerce. Each must 
become Y2K compliant, or it will be 
less likely that we can preserve the 
free flow of goods and services neces- 
sary to limit the damages that our 
state and country will suffer come 
January 1, 2000. 

The Commerce Protection Act of 
1999 is designed 
to achieve these 
objectives and to 
curtail abuses 

: by those who 
Businesses may attempt to 
exploit the prob- 

should lem. It provides 
exclusive rem- 
edies against 
those that fail 
to become Y2K 
compliant, pro- 
vides incentives 
for businesses to 


to protect 
H become compli- 
agal nst ant, and encour- 
ages candor 
Y2K- when reporting 
rel at e d Y2K compliant 
losses. 


ask about 
insurance 


status. 

The bill assists 
officers and direc- 
tors in avoiding 
personal liability 
for Y2K-related 
damages. It also 
encourages com- 
pliance by imposing requirements on 
entities who undertake to serve as 
solution providers to the Y2K prob- 
lem and prohibits solution providers 
from overreaching when contracting 
with businesses. The bill exempts the 
exchange of certain information from 
falling under the FloridaAntitrust Act 
of 1980, and provides incentives for 
those to resolve their disputes outside 
the court system by encouraging bind- 
ing arbitration and mediation. The 
Commerce Protection Act of 1999 also: 

1) Provides for punitive damages 
under specified circumstances; 


2) Expands the waiver of sovereign 
immunity for damages caused by the 
gross negligence of governmental 
agencies; 

3) Excludes from compensatory 
damages, those damages that should 
have been avoided as a result of dis- 
closures made; 

4) Awards costs and attorneys’ fees 
under specified circumstances; 

5) Prohibits solution providers from 
misusing or disclosing certain infor- 
mation provided to them; 

6) Creates a lien in favor of lending 
institutions on proceeds received by 
a business as a result of its failure, or 
the failure of another, to become Y2K 
compliant; and 

7) Limits the scope and use of class 
action lawsuits. 

Because of the increasing number of 
questions regarding the status of Y2K 
compliance within government and 
industry, on October 19, 1998, the 
President signed into law the Year 
2000 Information and Readiness 
Act®> which is designed to “promote 
the free disclosure and exchange of in- 
formation related to year 2000 readi- 
ness” (see next article in this issue). The 
new law encourages the disclosure of 
Y2K compliance among members in 
industry by insulating from liability 
businesses making certain statements 
regarding Y2K compliance. 

Senator Thompson (R. Tenn), one of 
the proponents of the law, concluded 
that the law “will promote the open 
sharing of information needed to solve 
the year 2000 problem” while at the 
same time it will prevent vendors that 
sell remediation products from taking 
advantage of unknowing customers, 
businesses, and other organizations 
“by making the protections of the bill 
unavailable to any seller ... who does 
not inform in writing... that its legal 
rights under state law are reduced by 
this bill.” 

In large part, the law will make it 
more difficult for a person or organi- 
zation to recover damages from an- 
other entity if the basis for recovery 
is a representation made regarding 
the Y2K readiness of the entity’s prod- 
ucts and services. The law prohibits 
the introduction into evidence of Y2K 
readiness disclosures when it is of- 
fered to “prove the accuracy or truth 
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of any year 2000 statement” made 
within the disclosure. For actions 
claiming that a year 2000 statement 
is misleading, the law raises the evi- 
dentiary bar to a “clear and convinc- 
ing evidence” standard and requires 
that the claimant prove that the 
maker intended the statement to mis- 
lead or that the maker was grossly 
negligent when making the state- 
ment. For contract based actions, the 
law prevents a Y2K statement from 
becoming part of a warranty unless 
the statement is contained within the 
warranty or contract or the Y2K state- 
ment specifically provides that it is 
intended to alter or amend a particu- 
lar warranty. 

Although this legislation may en- 
courage the free flow of information 
concerning Y2K readiness, for the 
most part it appears to benefit solu- 
tion providers. Businesses hire a so- 
lution provider to assess the business’ 
level of compliance and to institute 
compliance measures accordingly. 
Under the law, solution providers who 
provide Y2K remediation products or 
services are protected from incurring 
liability under most theories of recov- 
ery when they represent to their cli- 
ents that they have been made Y2K 
compliant. As a result, businesses re- 
lying on solution providers to ensure 
that they will be able to continue to 
conduct business without interrup- 
tion through the new millennium are 
left with fewer remedies under which 
to recover in the event that the solu- 
tion provider inadequately performs 
its service. 

Although the new law may entice 
more solution providers to enter the 
marketplace, achieving compliance in 
time for the year 2000 will be diffi- 
cult for many businesses due to 
present overriding market conditions. 
As one writer put it, there is a “gold 
rush” for solution providers.?’ The 
problem is not simply that there are 
too few solution providers. The prob- 
lem arises in that these solution pro- 
viders will continue to become more 
and more in demand as the time avail- 
able to businesses wishing to become 
compliant passes. With companies 
just now beginning to analyze the ex- 
tent of the problem, there is a race to 
secure the services of solution provid- 


: he 


ers. Because of these ever-increasing 
market pressures, the negotiating 
power is eroding for many businesses 
wishing to become compliant. Legis- 
lation must strike a balance between 
the competing concerns of ensuring 
that solution providers continue to 
enter the market place while at the 
same time ensuring that such solu- 
tion providers will be held account- 
able in the event they perform their 
services inadequately. 


Steps You Can Take 

Despite proposed and new legisla- 
tion and the urgency of the situation, 
many businesses, law firms, and lo- 
cal, state, and federal governments 
are not going to be compliant by the 
year 2000. Attorneys should assist 
their clients to perform detailed in- 
ternal audits to ascertain whether 
they are protected from Y2K-related 
issues. The assessment can begin in- 
ternally by empowering an MIS rep- 
resentative to review hardware and 
software, and to test the business’ pro- 
gramming. Attorneys should evaluate 
applicable hardware, software, and 
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business equipment warranties to fa- 
cilitate the update or replacement of 
affected information technology. If the 
business does not employ an in-house 
MIS person, it can secure the services 
of a Y2K solution provider to assess 
its information systems and provide 
a proposed remedy. 

Businesses should begin determin- 
ing which systems are critical to con- 
tinued operation by examining the 
impact that an interruption or failure 
of a particular component will have 
on its ability to service its customers 
and clients on the first business day 
of the new millennium. 

Time is of the essence. The Y2K bug 
that exists in information technology 
often requires the reprogramming of 
many strings of code and may also re- 
quire the replacement of software and 
certain hardware items. Under some 
circumstances, office equipment such 
as fax machines and telephone sys- 
tems will have to be upgraded or re- 
placed. Because the true extent of a 
business’ Y2K noncompliance is not 
discovered until after testing begins, 
it is important to secure a solution pro- 


vider and begin implementing a plan. 


insurance Audits 

Businesses should have their insur- 
ance representative perform insur- 
ance audits and provide opinions as 
to the sufficiency of existing policies 
to cover losses for Y2K mishaps. Spe- 
cifically, it is important to ensure that 
the business is protected from both 
first party and third party claims. 
Additionally, an insurance audit 
should be performed on a business’ 
D&O policy so that all directors and 
officers can assess their potential for 
personal liability. Finally, businesses 
should ask their insurance represen- 
tative about new policies that may be 
available to protect against Y2K-re- 
lated losses. 

Vendors upon whom a business re- 
lies for products and services should 
be identified, irrespective of whether 
they directly interface with the busi- 
ness’ information system. A system 
does not need to interface with 
another’s noncompliant system for the 
business to be adversely affected by a 
vendor’s Y2K noncompliance. Non- 
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compliance risk extends to vendors 
who may abruptly fail to supply a 
business with necessary materials, 
products, or services, thus hampering 
its ability to deliver to its own cus- 
tomers. The business’ attorney should 
prepare letters to the vendors elicit- 
ing the extent of the vendor’s Y2K com- 
pliance and document the business’ 
reliance on the vendor’s Y2K compli- 
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ance response. It is important to know 
the date on which the vendor expects 
to become compliant. Because of the 
impact of recent federal legislation, 
specific agreements with vendors will 
need to be drafted to formally memo- 
rialize reliance on the vendor’s Y2K 
compliance. A business’ foreseeable 
damages should be set out in the agree- 
ment in the event an interruption in 
products, materials, or services occurs. 

When negotiating contracts with 
solution providers, the business’ at- 
torney should be aware of warranty 
disclaimers. Make sure that the solu- 
tion provider agrees in writing to 
stand behind the products and ser- 
vices that it is providing to render the 
system Y2K compliant. Many solution 
providers are taking the position that 
their promises of Y2K compliance are 
not an express warranty upon which 
a business may rely. Often solution 
providers disclaim express warranties 
as well as implied warranties of mer- 
chantability and fitness for particu- 
lar purpose. 

Through indemnification language, 
a business can protect itself from 
losses caused by its vendors by rene- 
gotiating and rewording their current 
vendor contracts. In contrast, a ven- 
dor may try to avoid liability result- 
ing from its inability to supply its cus- 
tomer with goods and services by 
including a force majeure clause that 
covers Y2K-related events. For ex- 
ample one might use the following: 
Acts of God or the public enemy; expro- 
priation or confiscation of facilities; com- 
pliance with any order of any governmen- 
tal authority; shortage or unavailability 
of materials, equipment, labor, or techni- 
cal personnel; epidemics or breakdowns; 
riots, strikes, slowdowns and walkouts, 
blackouts or other industrial distur- 
bances, whether direct or indirect; or any 
cause, whether or not of the same class 
or kind as those specifically named above, 
not within the reasonable control of the 
company, the cause of which includes, but 
is not limited to, any occurrence related 
in any way to Year 2000 computer issues 
in any way encompassing the failure of 
information technology to accurately pro- 
cess date/time data including, but not lim- 
ited to, calculating, comparing, and se- 
quencing from, into, and between the 
twentieth and twenty-first centuries, and 
the years 1999 and 2000 and leap year 
calculations or the failure to accurately 
process date/time data if the other infor- 


mation technology exchanges date/time 
data with it. 
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In addition, a business can increase 
its chances of obtaining recovery for 
a Y2K-related failure by entering into 
a warranty agreement with vendors 
of computer hardware and software 
or chip embedded office equipment. 
Although such agreements can take on 
a variety of forms, the following lan- 
guage, which deals with computer in- 
terfacing equipment, may be helpful: 

The (name) represents and warrants 
that its system and all interfaces to its 
system including, but not limited to, in- 
terfaces with other systems and data 
entry interface for this system, are Year 
2000 compliant. Year 2000 compliant 
means information technology that ac- 
curately processes date/time data (in- 
cluding, but not limited to, calculating, 
comparing, and sequencing) from, into, 
and between the twentieth and twenty- 
first centuries, and the years 1999 and 
2000 and leap year calculations. Year 
2000 compliant also means that the 
Year 2000 compliant information tech- 
nology, when used in combination with 
other information technology, shall ac- 
curately process date/time data when 
other information technology exchanges 
date/time data with it. This warranty 
shall survive the expiration or termi- 
nation of this contract. 


Law Firm Concerns 

Law firms need to remember that 
they are not immune to business in- 
terruptions due to Y2K problems. At- 
torneys are notorious for getting their 
own house in order last. The Year 2000 
is not a deadline for which one may 
seek an extension. It is absolute, and 
so are the risks. Noncompliant sys- 
tems in an attorney’s office may give 
rise to malpractice claims. Firms that 
rely on computer calendaring systems 
that are not Y2K compliant may miss 
filing deadlines, calendared hearings, 
trials, statute of limitations, etc. Most 
firms use computer networks, file 
servers, or desk top computers of some 
kind for word processing. Your firm 
should take the steps necessary to en- 
sure that your works in progress are 
accessible on the first day of the new 
millennium. Finally, law firms should 
evaluate their delivery services, re- 
search services, billing programs, tele- 
phone systems, paging services, etc., for 
the extent of their Y2K compliance. 

Overall, it is important that busi- 
nesses and law firms make a con- 
certed effort to assess their reliance 
on technical goods and services. They 


; 
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should place the most critical items 
at the top of the list for reaching Y2K 
compliance and work down when 
implementing a Y2K plan. The time 
spent instituting a Y2K assessment 
program and the money reallocated 
from the net profit column to invest 
in becoming Y2K compliant are ini- 
tially difficult to embrace. After all, 
the investment in most instances will 
not further the business, but will only 
preserve its status quo. In the absence 
of these loss prevention measures law 
firms and businesses risk being un- 
able to operate through the next two 
years. Most businesses have 10-, five-, 
and one-year projection plans. Y2K 
preparedness should be included in all 
immediate business plans. 

The ramifications of Y2K will be 
felt worldwide. With 12 months re- 
maining and the clock ticking, there 
is no time to waste. Attorneys must 
begin preparing for the worst. As 
Senator Bennett stated: 

We must be Paul Revere. We must tell 
everyone that the British indeed are com- 
ing. Or, in this case, Y2K is coming. But 
we must not be Chicken Little and tell 
them that the sky is falling, and, there- 
fore, they need do nothing but plow up 
their backyard to put in a propane tank, 
a bomb shelter, and a large supply of dried 


food that they will live in until the world 
finally comes back in three or four years.” 


There is no extension of time for 
the new millennium. Attorneys, busi- 
nesses, and government must work 
together in minimizing the damage 
that will result from the Y2K bug. O 
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The Year 2000 Information 
and Readiness Disclosure Act— 


Will the New Law Have Unintended Consequences? 


n October 19, 1998, Presi- 

dent Clinton signed into 

law the “Year 2000 Infor- 

mation and Readiness 
Disclosure Act” (hereinafter referred 
to as the act). The law is the culmina- 
tion of a proposed bill submitted by 
the Executive Office of the President 
to Congress on July 27, 1998, by Jacob 
J. Lew of the Office of Management 
and Budget and John A. Koskinen, 
chair of the President’s Council on 
Year 2000 Conversions. In the submit- 
tal letter, the OMB stated that the pro- 
posed act was “intended to promote 
open sharing of information about 
year 2000 solutions by protecting 
those who share year 2000 informa- 
tion in good faith from liability claims 
based on exchanges of information.”” 
Quoting the President, the OMB said, 
“The purpose of this legislation is to 
‘guarantee that businesses which 
share information about their readi- 
ness with the public or with each 
other, and do it honestly and carefully, 


By Steven G. Burton 


cannot be held liable for the exchange 
of that information if it turns out to 
be inaccurate.”® 

Commenting on the Senate bill, the 
Senate Judiciary Committee said the 
purpose of the act was to “help break 
the silence and encourage full disclo- 
sure and exchange of year 2000 com- 
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puter problems, solutions, test results, 
and general readiness.” The bill was 
to provide“limited liability protection 
for a limited time for specific types of 
year 2000 information that is consid- 
ered essential to remediation ef- 
forts.” However, Congress did not in- 
tend the act to “provide liability 
protection for failures that may arise 
from year 2000 problems.”® 

While the act takes an important 
and substantial step toward attain- 
ing nationwide Y2K compliance by en- 
couraging parties to share informa- 
tion regarding the extent of their 
capabilities to process information 
through the year 2000, at the same 
time it creates a situation where the 
information being exchanged may not, 
in fact, be very reliable. Ultimately, 
Congress may have unintentionally 
encouraged the exchange of misinfor- 
mation among market participants 
regarding Y2K processing capabili- 
ties, particularly by those who wish 
to ignore the problem, or, worse yet, 
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by those who wish to take advantage 
of the processing problems presented 
by the turn of the millennium. In turn, 
the dissemination of such unreliable 
information may leave market partici- 
pants in the chain of commerce who 
rely on such information to their det- 
riment with little avenue for redress. 
Although as a preliminary matter en- 
couraging the exchange of information 
will help market participants obtain a 
better understanding of the level of na- 
tionwide year 2000 compliance, any leg- 
islation regarding the Y2K crisis also 
should be drafted with the overriding 
objective of encouraging businesses and 
government 
agencies to be- 
come Y2K com- 
pliant so as to 
preserve the 
free flow of 
goods and ser- 
vices. The legis- 
lation also 
should assist 
market partici- 
pants in per- 
forming their 
own Y2K as- 
sessments and 
should encour- 
age them to 
implement pro- 
grams to protect 
the chain of 
commerce. 

The Year 2000 
Information 
and Readiness 
Disclosure Act 
encourages the 
exchange of in- 
formation by 
restricting fed- 
eral and state evidentiary codes, by 
limiting liability for those who dis- 
seminate such information, and by cre- 
ating antitrust exemptions for those 
who share year 2000 information. Ex- 
amples of the types of compliance 
statements that would fall under the 
protections of the act include: repre- 
sentations made by year 2000 solu- 
tion providers to their customers; the 
representations made by vendors and 
suppliers to manufacturers and ser- 
vice providers; and the representa- 
tions made by customers and clients 


The act 
restricts 
evidentiary 
codes, 
limits 


liability, 
and 
creates 
antitrust 
exemptions. 


to their vendors and suppliers. 


Y2K Readiness Disclosures 
v. Year 2000 Statements 

In keeping with its goal to encour- 
age the exchange of information re- 
garding Y2K readiness, the act distin- 
guishes between two types of 
statements that one can make regard- 
ing the year 2000. The two key terms 
defined by the act are “year 2000 
readiness disclosures” and “year 2000 
statements.” Although the act protects 
both types of statements to a certain 
degree, Congress has afforded more 
protection to a “year 2000 readiness 
disclosure” than to a simple “year 
2000 statement.” As one might expect, 
because a readiness disclosure is 
given more protection under the act, 
it is similarly more narrowly defined. 
In contrast, just about any type of 
statement regarding the year 2000 
would fall under the definition of a 
year 2000 statement. 

° Year 2000 Statements 

Generally speaking, a “year 2000 
statement” under the act would in- 
clude any communication concerning 
a party’s year 2000 processing capa- 
bilities. This includes communica- 
tions regarding a party’s plans for 
verifying the extent of its Y2K pro- 
cessing capabilities, or for imple- 
menting corrective measures regard- 
ing its Y2K processing capabilities. 
It also includes a party’s communi- 
cations regarding testing for prob- 
lems and solutions related to year 
2000 processing, or its statements 
which review or comment, whether 
directly or indirectly, on its year 2000 
processing capabilities. 

What has been excepted from the 
definition of the term “year 2000 
statement” are statements which 
have been filed with the Securities 
and Exchange Commission, or with 
federal banking regulators under the 
Securities and Exchange Act, and any 
disclosures that are made when so- 
liciting an offer or sale of securities.® 
Thus, the filings and disclosures re- 
quired by the SEC are not protected 
under the act. 

Because of its broad definition, it is 
difficult to imagine a scenario in 
which a communication concerning 
the year 2000 would not be considered 


a “year 2000 statement” under the act. 
The year 2000 communication can be 
made by any party to any other party, 
or to the public in general. A year 2000 
statement can concern any assess- 
ment, test, comment, or estimate con- 
cerning the processing capabilities of 
any product or service which has as 
its basis a year 2000 processing issue. 
For example, it is not uncommon to- 
day for businesses to obtain informa- 
tion regarding the year 2000 compli- 
ance of their vendors and customers. 
In addition, in an effort to keep ongo- 
ing financial relationships with such 
vendors and customers, businesses 
often disclose information about their 
year 2000 preparedness or their ef- 
forts to become year 2000 ready by the 
turn of the millennium. Any such 
statements would fall under the fore- 
going definition. Thus, these state- 
ments are protected under the act. 

* Year 2000 Readiness Disclosure 

In actuality, a “year 2000 readiness 
disclosure” is merely a more narrowly 
defined subset of a year 2000 state- 
ment. To constitute a“year 2000 readi- 
ness disclosure,” certain criteria must 
be met. The act defines a “year 2000 
readiness disclosure”’as a written 
year 2000 statement which has 
clearly been identified as a“year 2000 
readiness disclosure,” which has been 
set forth on tangible or electronic 
medium which is retrievable in a per- 
ceivable form and which was made by 
or with the approval of a party regard- 
ing that party’s year 2000 processing 
capabilities. 

A couple of these criterion are note- 
worthy. First, only written statements 
are included in this more restrictive 
definition. In contrast, to constitute a 
year 2000 statement, oral communi- 
cations will appear to suffice. In ad- 
dition, the act requires that a year 
2000 readiness disclosure be labeled 
as such. Finally, a year 2000 state- 
ment will not constitute a year 2000 
readiness disclosure unless it is is- 
sued by or with the approval of the 
party about whom the statement con- 
cerns. Thus, opinions made by third 
parties that are published without the 
approval of the party who is the sub- 
ject matter of the year 2000 statement 
will not constitute a“year 2000 readi- 
ness disclosure.” Anyone receiving a 
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document labeled “year 2000 readi- 
ness disclosure” should pay particu- 
lar attention to the subject matter 
contained within the disclosure since 
the protection afforded to such disclo- 
sures under the act is considerable. 


Evidentiary Exclusions 

One of the principal effects of the 
act is to make available an eviden- 
tiary exclusion to parties making 
year 2000 readiness disclosures.!° 
This provision within the act essen- 
tially sets forth an evidentiary safe 
harbor for those year 2000 state- 
ments which satisfy the require- 
ments under the act’s definition of 
the term “year 2000 readiness dis- 
closure.” The evidentiary exclusion 
affects both federal and state evi- 
dentiary codes. In general terms, the 
act provides that in the event that 
certain actions are brought against 
a party who has made a year 2000 
readiness disclosure, the year 2000 
readiness disclosure cannot be used 
against the party to prove the accu- 
racy or truth of any year 2000 state- 
ments which are made within the 
year 2000 readiness disclosure. 
© Covered Actions 

It is important to note that the act 
itself, including its evidentiary exclu- 
sion, does not affect all types of causes 
of action. Rather, the evidentiary ex- 
clusion only applies to “covered ac- 
tions” which are further defined 
within the act. A “covered action”™ 
under the act is any civil action 
brought under federal or state law 
with the exception of actions brought 
by public entities and agencies acting 
in a regulatory supervisory or enforce- 
ment capacity. Although the types of 
actions to which this evidentiary ex- 
clusion apply are quite broad, the act 
exempts actions based on year 2000 
issues which are brought by consum- 
ers’? with respect to year 2000 state- 
ments that were made to the con- 
sumer by a party who sold a consumer 
product or service to the consumer.'* 
Thus, for most government regulatory 
enforcement actions, the states’ and 
federal government’s evidentiary bur- 
dens have not changed. Moreover, con- 
sumers should not be hampered by ei- 
ther the evidentiary exclusion or the 
liability limitations when bringing 


warranty based actions against sell- 
ers of information technology whose 
consumer products and services fail 
to be year 2000 compliant. 

The evidentiary exclusion also will 
not apply if the cause of action is being 
brought on the basis of anticipatory 
breach or repudiation" of a contract 
against the party making the year 2000 
readiness disclosure.” Moreover, in all 
actions brought in which a year 2000 
readiness disclosure is the basis for suit, 
a court has the ability to ignore the evi- 
dentiary exclusion if it considers that 
the year 2000 readiness disclosure was 
made fraudulently by the party or in 
bad faith.'* The court also has discre- 
tion to ignore the evidentiary exclusion 
in the event that it considers the state- 
ment as being made in a manner which 
is not reasonable to achieve the pur- 
poses of the act, i.e., the free disclosure 
of year 2000 information.’’ Thus, in ad- 
dition to regulatory enforcement actions 
and consumer actions, the evidentiary 
exclusion does not apply to causes of 
action for anticipatory breach or repu- 
diation, nor will the exclusion apply if 
the plaintiff shows bad faith, fraud, or 
otherwise shows that excluding the evi- 
dence does not serve the purposes of the 
act. 
© The Illusory Solution Provider Ex- 
ception 

In addition, the act, including its 
evidentiary exclusion, will not apply 
to actions brought against solution 
providers’* if the offending year 2000 
representation was raade by the so- 
lution provider in connection with the 
solution provider’s solicitation of its 
year 2000 remedial product or ser- 
vice.!® Although this exemption from 
the act might at first appear to except 
a solution provider’s solicitations from 
the act’s evidentiary exclusion and li- 
ability protection in the event that it 
makes promises to its customers re- 
garding the viability of a remediation 
fix which prove to be false, the act si- 
multaneously allows the solution pro- 
vider to avail itself of the act’s protec- 
tion by merely inserting the following 
statement in its solicitation materi- 
als: 

Statements made to you in the course of 
this sale are subject to the Year 2000 In- 


formation and Readiness Disclosure Act 
....In the case of a dispute, this Act may 
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reduce your legal rights regarding the use 
of any such statements, unless otherwise 
specified by your contract or tariff. 

Thus, so long as the above notice 
appears somewhere within the solu- 
tion provider’s solicitation materials, 
then presumably any year 2000 
readiness disclosure or statement 
made by the solution provider dur- 
ing the sales transaction and regard- 
ing its services or remediation prod- 
ucts could still be subject to the act’s 
protection. 

With respect to the unwary busi- 
ness customer, the safe harbor pro- 
vision makes bringing suit against a 
solution provider difficult, if not im- 
possible. It is unlikely that a well in- 
formed solution provider would omit 
the statutory notice from its solici- 
tation materials. One person com- 
menting on the act cynically de- 
scribes the protection as a “clever 
subterfuge by U.S. vendors to shrink 
wrap themselves in immunity 
against year 2000 lawsuits.”” More- 
over, the act does not give any guid- 
ance as to the manner in which a so- 
lution provider can submit the notice 
to its customer. The act’s present form 
allows a solution provider or other 
computer hardware and software 
vendors to make express warranties 
regarding the viability of its products 
or services without fear of reprisal 
in the event these warranties prove 
to be false, so long as the solution 
provider incorporates the safe harbor 
notice provision somewhere within 
its advertising or sales literature. In 
particular, the evidentiary exclusion 
could principally benefit a solution 
provider by enabling it to avoid liabil- 
ity for the representations that it 
makes concerning its remediation 
products and services. In an era 
where such products and services are 
highly sought after, customers pur- 
chasing such products and services 
run the risk of engaging unqualified 
or unscrupulous solution providers 
with little avenue for redress. Also, 
this liability limitation is contrary to 
the warranty legislation and judicial 
decisions that exist in most states re- 
garding the legal effects of contracts 
when a party gives an express war- 
ranty and then proposes a broad dis- 
claimer of any and all express and 
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implied warranties of merchantabil- 
ity and fitness for particular purpose. 

Because the act is one of very few 
instances in which Congress has cho- 
sen to change state procedural law, 
some believe that this evidentiary 
exclusion will be the subject of con- 
stitutional challenges or ignored by 
state courts notwithstanding that the 
act invokes the Constitution’s Com- 
merce Clause. In addition, although 
the evidentiary exclusion would ap- 
pear to prohibit substantive use of a 
year 2000 readiness disclosure, argu- 
ably the statement could still be used 
to impeach the testimony of the 
maker of the year 2000 readiness dis- 
closure. 


Misstatements 
Regarding Year 2000 
Processing Capabilities 

For those statements that do not 
meet the act’s criteria for a“year 2000 
readiness disclosure,” the act still sig- 
nificantly curtails the maker’s expo- 
sure to liability for most causes of ac- 
tion.A party bringing a cause of action 
on the basis of an inaccurate year 
2000 statement has a heightened bur- 
den of proof before the maker of the 
year 2000 statement will be held li- 
able.” For a person to prevail, that 
person must prove: 1) that the year 
2000 statement was material; and 2) 
that the year 2000 statement was 
made with either actual knowledge 
that the statement was false, inaccu- 
rate, or misleading, or that the state- 
ment was made with the intent to 
deceive or mislead, or that the state- 
ment was made with reckless disre- 
gard as to its accuracy. A plaintiff at- 
tempting to establish the defendant’s 
scienter in making the year 2000 
statement must do so by clear and 
convincing evidence. 
¢ Republishing Year 2000 Statements 

A similar heightened burden of 
proof protection is provided to parties 
republishing a year 2000 statement. 
To find liability, the same elements of 
scienter must be established. In ad- 
dition to this protection, the maker of 
a republished statement can avoid li- 
ability by including within the repub- 
lished statement a disclaimer to the 
effect that the maker is republishing 
the notice without having verified the 


statement, that the maker is not the 
source of the republished statement, 
and that the republished statement 
is based on information supplied by 
another entity.” In order for this safe 
harbor to apply, however, the repub- 
lisher of the statement must also 
identify the source from which it ob- 
tained the statement. 

The protection offered for those re- 
publishing year 2000 statements 
could have far reaching effects. For 
example, in situations where a busi- 
ness employs a solution provider to 
make that business year 2000 com- 
pliant, the business will, in most in- 
stances, rely on the solution provider's 
representations regarding its attain- 
ment of year 2000 readiness. That 
business will then pass this informa- 
tion along to its customers and ven- 
dors to preserve or increase its cus- 
tomer base and supply chain. Under 
this scenario, the business is, in ef- 
fect, republishing the statement made 
by the solution provider. By including 
the safe harbor language above and 
by identifying the source of the state- 
ment, the business can avoid liability 
that it might otherwise have incurred 
as a result of such a representation 
to its customers and vendors in the 
event that the republished statement 
proves to be false. However, such cus- 
tomers and vendors may still have an 
independent cause of action against 
the republisher based on breach of 
contract for any damages suffered. 

It is unclear from the manner in 
which the republication section of the 
act was drafted whether a business 
who republishes such a year 2000 
statement can actually know that the 
statement is false and yet still avoid 
liability under the act through its safe 
harbor provision by including the act’s 
disclaimer. Thus, a vendor or customer 
of the republisher may have no re- 
course with respect to a false or mis- 
leading year 2000 statement not only 
because of the safe harbor provision 
above, but also because it is not in 
privity with the original source of the 
republished statement, i.e., the solu- 
tion provider. In cases where a cus- 
tomer is successful recovering from 
the seller of an information technol- 
ogy product, the seller may not have 
ability to seek indemnification from 
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the product’s manufacturer. Although 
this safe harbor provision may encour- 
age businesses to disseminate infor- 
mation regarding their year 2000 
readiness, at the same time it may 
dilute the value of the information be- 
ing disseminated. In other words, the 
act makes it possible to increase the 
flow of information regarding year 
2000 preparedness, but the informa- 
tion ultimately communicated may 
not be meaningful and, in fact, may 
be completely false. 

The heightened clear and convinc- 
ing evidentiary standard and require- 
ment for a claimant to show scienter 
on the part of the maker of a year 2000 
statement has similarly been ex- 
tended to causes of action for defama- 
tion and trade disparagement.” To 
the extent that such defamation 
claims are based on false, inaccurate, 
or misleading year 2000 statements, 
the maker of such a statement will 
not be held liable unless the claim- 
ant establishes by clear and convinc- 
ing evidence that the year 2000 state- 
ment was made with knowledge that 
the year 2000 statement was false, or 
unless the claimant proves that the 
statement was made with reckless 
disregard as to its truth or falsity. 
¢ Limitation on Liability for Breach 
of Contract and Breach of Warranty 

Although the act provides that it 
does not affect, abrogate, or amend 
any right established by contract be- 
tween any person or entity, whether 
public or private,™ this provision is 
prefaced by two very important excep- 
tions. The first has already been dis- 
cussed: the evidentiary exclusion 
which pertains to “year 2000 readi- 
ness disclosures.” The second excep- 
tion provides that a year 2000 state- 
ment is not to be interpreted or 
construed so as to amend or alter a 
contract or warranty.” Under the act, 
in order for a year 2000 statement to 
amend or alter a contract or warranty, 
the party who makes the year 2000 
statement must first agree in writing 
to the alteration or amendment. Al- 
ternatively, a year 2000 statement can 
become part of a warranty or contract 
if it is made in conjunction with the 
formation of the contract or warranty. 
Finally, a year 2000 statement can 
amend or alter a contract if the con- 


¢ 


tract expressly provides that it can be 
amended through the making of a 
year 2000 statement. This section 
would appear to abrogate most states’ 
laws regarding promissory estoppel 
and contract modification. 


Antitrust Exemption 

To further encourage the dissemi- 
nation of information relating to year 
2000 processing capabilities, Con- 
gress made sure that the sharing of 
such information could not be deemed 
objectionable under antitrust laws. 
The act provides that so long as the 
information is shared on or before 
July 14, 2001, the sharing of such in- 
formation cannot subject the parties 
to antitrust laws.”* To qualify for this 
antitrust exemption, the sharing of 
the information must be done solely 
for the purpose of facilitating re- 
sponses which are intended to correct 
or avoid a failure of year 2000 pro- 
cessing in a computer system, its pro- 
gramming, a component thereof, or 
services which utilize such computer 
systems. Alternatively, parties can 
avail themselves of the antitrust ex- 
emption if the sharing of such infor- 
mation is intended solely for the pur- 
pose of communicating or disclosing 
information to help correct or avoid 
the effects of a year 2000 processing 
failure. Congress has taken care to 
ensure that the antitrust exemption 
granted under this provision is con- 
strued narrowly.’ In addition, the act 
prohibits the exemption from apply- 
ing to conduct that involves or results 
in an agreement to boycott any per- 
son, allocate markets, or to fix prices 
or output.” 


important Deadlines 
for Expanding the 
Evidentiary Exclusion 

Although Congress indicated that the 
purpose of the act was to encourage par- 
ties to exchange information regarding 
year 2000 readiness issues by remov- 
ing the accompanying threat of litiga- 
tion, curiously the act allows a party to 
protect statements that it has made in 
the past regarding such issues. A party 
can grandfather a representation made 
before the enactment of the act into the 
act’s evidentiary exclusion by convert- 
ing the past representation into a“year 


2000 readiness disclosure.” One per- 
son commenting on the retroactive fea- 
ture of the act described it as a “get out 
of jail free card for statements going 
back three years.”*° It is unclear 
whether parties taking advantage of 
this retroactive feature of the act will 
also be able to avail themselves of the 
other liability limitations under the act. 

Representations which are eligible 
to be converted retroactively into year 
2000 readiness disclosures must have 
been made after January 1, 1996, and 
before October 19, 1998—the date of 
the enactment. In addition, before 
such a representation is eligible, it 
must have originally been saved in 
some form of tangible media and must 
have been made by the party who 
seeks to grandfather the statement 
under the evidentiary exclusion. A 
party whose statement meets the 
above conditions can convert the year 
2000 statement into a year 2000 
readiness disclosure and, thus, take 
advantage of the evidentiary exclu- 
sion by providing notice to each of the 
recipients of the year 2000 statement 


that the statement is being converted 
into a year 2000 readiness disclosure. 

For such a notice to be sufficient 
under the act, the notice must first 
specify that the year 2000 statement 
which is the subject of the notice is 
being designated by the statement’s 
author as a year 2000 readiness dis- 
closure. Second, the author must in- 
clude a copy of the year 2000 state- 
ment which was previously made. 
Third, the copy of the year 2000 state- 
ment must be labeled “year 2000 
readiness disclosure.” The deadline for 
converting year 2000 statements that 
were made between January 1, 1996, 
and October 19, 1998, into year 2000 
readiness disclosures was December 
3, 1998. Therefore, parties who wished 
to avail themselves of the evidentiary 
exclusion must have provided notice 
to the recipients by December 3, 1998. 
Alternatively, the author of the state- 
ment can provide adequate notice of 
the conversion of the statement by 
posting the notice on its Internet 
website. Those who chose to post no- 
tice on their year 2000 Internet 
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website must have commenced the 
posting of the notice prior to the end 
of December 3, 1998, and must post 
this notice for 45 consecutive days 
while simultaneously using the same 
method of notification used originally 
to provide the applicable year 2000 
statement. 

To illustrate how one might take ad- 
vantage of this retroactive feature of 
the act, suppose a fictitious software 
company, “Computer Co.,” solicited 
XYZ Corporation, a widget manufac- 
turer, on July 1, 1997, to install a soft- 
ware program which was designed to 
run XYZ Corporation’s inventory con- 
trol processes. During its sales pitch, 
Computer Co. provides XYZ Corpora- 
tion with a sales brochure in which 
the following statement is made:“This 
program is the last inventory manage- 
ment program that you will ever need. 
It has been designed to provide the 
manufacturer with real time inven- 
tory management information 
through the end of this century and 
into the new millennium.” Because of 
this statement, it is arguable that 
XYZ Corporation would have a cause 
of action for breach of express war- 
ranty in the event that at the turn of 
the millennium, the inventory man- 
agement program ceases to function 
and results in an interruption to 
XYZ’s manufacturing operations. 


Miss Wilson, my computer is down. 
Will you chat with me? 


However, under the act, Computer Co. 
can now notify XYZ Corporation that 
it is converting its July 1997 express 
warranty into a year 2000 readiness 
disclosure by satisfying the require- 
ments of this section. If XYZ Corpo- 
ration brings an action against Com- 
puter Co. after its program fails, 
Computer Co. will be able to assert 
the evidentiary exclusion under the 
act and XYZ Corporation would be 
prohibited from using the express 
warranty as substantive evidence in 
its case in chief. 

Parties receiving such notices can 
challenge the maker’s attempt to con- 
vert the notice into a year 2000 readi- 
ness disclosure. To effectuate this 
challenge and avoid the evidentiary 
exclusion, the challenger must prove 
by clear and convincing evidence that 
it relied on the year 2000 statement 
and that it would be prejudiced by the 
retroactive designation of the year 
2000 statement as a year 2000 readi- 
ness disclosure.*! The deadline for 
objecting to the conversion of a year 
2000 statement into a year 2000 
readiness disclosure is 45 days after 
receiving the author’s notice attempt- 
ing to grandfather the statement if 
the notice was physically received. A 
different deadline applies to those 
who receive notice of the attempted 
conversion via the maker’s Internet 
website. For those who receive such 
notification through the maker’s 
Internet website, the party challeng- 
ing the conversion of the statement 
has until April 17, 1999 (within 180 
days of the enactment of the act), to 
lodge its objection to the conversion. 

Thus, purchasers of information 
technology must be vigilant when re- 
ceiving mail and should scan the 
website of their information technol- 
ogy vendors to protect their ability to 
use such statements substantively in 
litigation. Moreover, the wording of 
the act indicates that the notices both 
for conversion and objection to the 
conversion must be received by the 
deadlines given as opposed to being 
merely sent by the deadlines provided. 
Thus, your client should be advised 
to make sure that the appropriate 
notices are prepared well in advance 
of the deadlines to ensure that such 
notices are received in a timely fash- 
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ion. It is also advisable to send such 
notices via certified mail and to re- 
quest a return receipt to document the 
date on which the notice was received. 


Posting Notification 
Regarding Year 2000 
Processing Capabilities 

The act also provides a safe harbor 
provision regarding an acceptable 
means of providing notice to those 
who may be affected by a party’s year 
2000 processing capabilities. The act 
provides that except in covered ac- 
tions involving personal injury or se- 
rious physical damage to property 
where the adequacy of notice regard- 
ing a party’s year 2000 processing is 
at issue, the posting of a notice by the 
party charged with such responsibil- 
ity on the year 2000 Internet website 
of that party shall be deemed ad- 
equate providing that the posting of 
the notice on the Internet is done ina 
commercially reasonable manner and 
for a commercially reasonable dura- 
tion.* 

There are exceptions to this safe 
harbor provision.** For example, a 
party cannot satisfy its notice obliga- 
tions by using a year 2000 Internet 
website if it has already made express 
prior representations regarding a par- 
ticular mechanism for providing no- 
tice by other means. In addition, no- 
tice will not be deemed adequate if 
posting it on an Internet website 
would be considered “materially in- 
consistent” with the parties’ prior 
“regular course of dealings.” Finally, 
a year 2000 Internet website notice 
will not be deemed sufficient if there 
have been no prior representations 
and there has been no regular course 
of dealing between the parties, and 
actual notice is clearly the most com- 
mercially reasonable means of provid- 
ing notice. 


Restricting Liability Rather 
Than Expanding Liability 
Sprinkled throughout the act are a 
number of provisions which indicate 
that the act is only intended to limit 
liability rather than be used as a 
source for expanding the liability of a 
party with respect to the dissemina- 
tion of year 2000 information. For ex- 
ample, the act provides that it does 


not impose upon the maker of any 
year 2000 statement any more strin- 
gent obligation or duty of care other 
than that which is already applicable 
under federal or state law.** The act 
further provides that it is not intended 
to affect the duty of care owed by a 
fiduciary.*> Moreover, the act specifies 
that it was not intended to abrogate, 
amend, or alter any party’s right with 
respect to intellectual property rights 
such as patents, copyrights, trade se- 
crets, etc.*® Finally, the act provides 
that it is not intended to“create a duty 
to provide notice about year 2000 pro- 
cessing.”*” 

It is clear that the Year 2000 Infor- 
mation and Readiness Disclosure Act 
will result in market participants feel- 
ing more comfortable with disclosing 
information regarding their year 2000 
processing capabilities. Thus, it ap- 
pears that Congress has met its goal 
of encouraging the free exchange of 
information regarding the year 2000 
problem and its solution. However, 
Congress may have unknowingly cre- 
ated a loophole which will encourage 
the exchange of information which is 
inaccurate or possibly false. Ulti- 
mately, without the safeguards offered 
by time tested tort and contract theo- 
ries of recovery which are now weak- 
ened under the act, the free flow of 
goods and services among market 
participants in the chain of commerce 
may suffer. However, without the act, 
information will not be freely ex- 
changed among market participants 
regarding year 2000 issues. The only 
solution would appear to be to close 
the loopholes within the act. O 


1 Year 2000 Information and Readiness 
Disclosure Act, Pub. L. No. 105-217, 112 
Stat. 2386 (1998). 

2 See Letter from Jacob J. Lew, acting 
director, Office of Management and Bud- 
get and JohnA. Koskinen, assistant to the 
President and Chair, President’s Council 
on Year 2000 Conversion (July 27, 1998) 
(copy on file with the author); Year 2000 
Information and Readiness Disclosure Act, 
Pub. L. No. 105-217 Stat. 2386 (1998). 

3 Id. 

4 Joint background statement on the 
Year 2000 Information and Readiness Dis- 
closure Act, Senate Comm. On the Judi- 
ciary, News Release, Sept. 16, 1998. 


7 Year 2000 STATEMENT.— 
(A) IN GENERAL.— The term “year 2000 
statement” means any communication or 
other conveyance of information by a party 
to another or to the public, in any form or 
medium— 

(i) concerning an assessment, projec- 
tion, or estimate concerning year 2000 pro- 
cessing capabilities of an entity, product, 
service, or set of products and services; 

(ii) concerning plans, objectives, or time- 
tables for implementing or verifying the 
year 2000 processing capabilities of an 
entity, product, service, or set of products 
and services; 

(iii) concerning test plans, test dates, 
test results, or operational problems or 
solutions related to year 2000 processing 
by— 

(I) products; or 
(II) services that incorporate or 
utilize products; or 

(iv) reviewing, commenting on, or oth- 
erwise directly or indirectly relating to 
year 2000 processing capabilities. 

(B) NOT INCLUDED.—For the purposes 
of any action brought under the securi- 
ties laws, as that term is defined in sec- 
tion 3(a)(47) of the Securities Exchange 
Act of 1934 (15 U.S.C. 78(a)(47)), the term 
“year 2000 statement” does not include 
statements contained in any documents 
or materials filed with the Securities and 
Exchange Commission, or with Federal 
banking regulators, pursuant to section 
12(i) of the Securities Exchange Act of 
1934 (15 U.S.C. 781(i)), or disclosures or 
writing that when made accompanied the 
solicitation of an offer or sale of securi- 
ties. 

Year 2000 Information and Readiness Dis- 
closure Act, Pub. L. No. 105-217, 112 Stat. 
2386 (1998), §3(11). 

8 Td. §3(11). 

® Year 2000 READINESS DISCLO- 
SURE.—The term “Year 2000 readiness 
disclosure” means any written Year 2000 
statement— 

(A) clearly identified on its face as a Year 
2000 readiness disclosure; 

(B) inscribed on a tangible medium or 
stored in an electronic or other medium 
and retrievable in perceivable form; and 
(C) issued or published by or with the ap- 
proval of a person or entity with respect 
to Year 2000 processing of that person or 
entity or of products or services offered 
by that person or entity. 

Id. at §3(9). 

10 No year 2000 readiness disclosure, in 
whole or in part, shall be admissible 
against the maker of that disclosure to 
prove the accuracy or truth of any year 
2000 statement set forth in hat disclosure, 
in any covered action brought by another 
party. Id., §4(a). 

1. The term “covered action” means a civil 
action of any kind, whether arising under 
federal or state law, except for an action 
brought by a federal, state, or other pub- 
lic entity, agency, or authority acting in a 
regulatory, supervisory, or enforcement 
capacity. Id. §3(4). 

12 The term “consumer” means an indi- 
vidual who acquires a consumer product 
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for purposes other than resale. Id. §3(2). 

‘3 Tn any covered action brought by a con- 
sumer, this act does not apply to a year 
2000 statement expressly made in a so- 
licitation, including an advertisement or 
offer to sell, to that consumer by a seller, 
manufacturer, or provider of a consumer 
product. Id. §6(b)(2)(A). 

4 See, e.g., Blue Lakes Apartments, Ltd. 
v. George Gowing, Inc., 464 So. 2d 705 (Fla. 
4th D.C.A. 1985) (finding seller of real es- 
tate liable for anticipatory repudiation 
when seller returned buyer’s deposit 
rather than schedule a reasonable closing 
date). Anticipatory repudiation occurs 
where performances are to be exchanged 
under an exchange of promises and one 
party repudiates a duty to render perfor- 
mance resulting in the discharge of the 
other party’s remaining duties to render 
performance. Id. 

15“[A] Year 2000 readiness disclosure may 
be admissible to serve as the basis for a 
claim for anticipatory breach, or repudia- 
tion of a contract, or a similar claim 
against the maker, to the extent provided 
by applicable law .. . .” Year 2000 Infor- 
mation and Readiness Disclosure Act, Pub. 
L. No. 105-217, 112 Stat. 2386 (1998), § 
4(a)(1). 

16 [T]he court in any covered action shall 
have discretion to limit application of this 
subsection in any case in which the court 
determines that the maker’s use of the 
Year 2000 readiness disclosure amounts 
to bad faith or fraud, or is otherwise be- 
yond what is reasonable to achieve the 
purposes of this Act. Id. §4(a)(2). 

17 See id. 

18 The term “solution provider” means 
any entity that accepts compensation or 
other valuable consideration from a party 
in exchange for assessing whether that 
party or any of its information technology 
are year 2000 compliant or accepts such 
compensation to make the party or any of 
its information technology year 2000 com- 
pliant. Such solution providers can per- 
form their function by offering for sale 
remediation products or services. 

The act defines a year 2000 remediation 
product or service as a software program or 
service licensed, sold, or rendered by a per- 
son or entity and specifically designed to 
detect or correct year 2000 processing prob- 
lems with respect to systems, products, or 
services manufactured or rendered by an- 
other person or entity. See id. §3(10). 

19 Tn any covered action, this act shall not 
apply to a Year 2000 statement, concern- 
ing a Year 2000 remediation product or 
service, expressly made in an offer to sell 
or in a solicitation (including an advertise- 
ment) by a seller, manufacturer, or pro- 
vider, of that product or service unless, 
during the course of the offer or solicita- 
tion, the party making the offer or solici- 
tation provides the following notice in ac- 
cordance with section 4(d). “Statements 
made to you in the course of this sale are 
subject to the Year 2000 Information and 
Readiness Disclosure Act (__U.S.C.__). In 
the case of a dispute, this act may reduce 
your legal rights regarding the use of any 
such statements, unless otherwise speci- 


Ade: 

Id 

: 


fied by your contract or tariff.” 


Id. §6(b)(2)(B). 

20 Thomas Hoffman, Users Say Year 2000 
Law is a Vendor Loophole, CoMPUTER 
Wor_p (Oct. 26, 1998). 

21 Except as provided in subsection (c), in 
any covered action, to the extent that such 
action is based on an allegedly false, inac- 
curate, or misleading Year 2000 statement, 
the maker of that Year 2000 statement 
shall not be liable under Federal or State 
law with respect to that Year 2000 state- 
ment unless the claimant establishes, in 
addition to all other requisite elements of 
the applicable action, by clear and convinc- 
ing evidence, that (1) the Year 2000 state- 
ment was material; and 
(i) with actual knowledge that the Year 
2000 statement was false, inaccurate, or 
misleading; 

(ii) with intent to deceive or mislead; or 
(iii) without notice in that Year 2000 state- 
ment that— 

(I) the maker has not verified the contents 
of the republication; or 

(II) the maker is not the source of the re- 
publication and the republication is based 
on information supplied by another per- 
son or entity identified in that Year 2000 
statement or republication. 

Id. §4(b)(1)(2)(B). 

(2)(A) to the extent the Year 2000 state- 
ment was not a republication, that the 
maker made the Year 2000 statement— 
(i) with actual knowledge that the Year 
2000 statement was false, inaccurate, or 
misleading; 

(ii) with intent to deceive or mislead; or 
(iii) with a reckless disregard as to the 
accuracy of the Year 2000 statement 
Year 2000 Information and Readiness Dis- 
closure Act, Pub. L. No. 105-217, 112 Stat. 
2386 (1998), §4(b)(1)(2)(A). 

22 [T]o the extent the Year 2000 statement 
was a republication, that the maker of the 
republication made the Year 2000 state- 
ment. 

23 In a covered action arising under any 
federal or state law of defamation, trade 
disparagement, or a similar claim, to the 
extent such action is based on an alleg- 
edly false, inaccurate, or misleading Year 
2000 statement, the maker of that Year 
2000 statement shall not be liable with 
respect to that Year 2000 statement, un- 
less the claimant establishes by clear and 
convincing evidence, in addition to all 
other requisite elements of the applicable 
action, that the Year 2000 statement was 
made with knowledge that the Year 2000 
statement was false or made with reck- 
less disregard as to its truth or falsity. Id. 
§4(c). 

24 (1) INGENERAL.—Except as may be 
otherwise provided in subsections (a) and 
(e) of section 4, this Act does not affect, 
abrogate, amend, or alter any right estab- 
lished by contract or tariff between any 
person or entity, whether entered into by 
a public or private person or entity, under 
any Federal or State law. Jd. §6(b)(1). 

25 (1) INGENERAL.—In any covered ac- 
tion, a year 2000 statement shall not be 
interpreted or construed as an amend- 
ment to or alteration of a contract or war- 


ranty, whether entered into by or approved 
for a public or private entity. 
(2) NOT APPLICABLE.— 

(A) IN GENERAL.—This subsection 
shall not apply— 

(i) to the extent the party whose year 
2000 statement is alleged to have 
amended or altered a contract or warranty 
has otherwise agreed in writing to so al- 
ter or amend the contract or warranty; 

(ii) to a year 2000 statement made in 
conjunction with the formation of the con- 
tract or warranty; or 

(iii) if the contract or warranty specifi- 
cally provides for its amendment or alter- 
ation through the making of a year 2000 
statement. 

Id. §4(e). 

26 TEMPORARY ANTITRUST EXEMP- 

TION. 
(a) EXEMPTION.—Except as provided in 
subsection (b), the antitrust laws shall not 
apply to conduct engaged in, including 
making and implementing an agreement, 
solely for the purpose of and limited to— 

(1) facilitating responses intended to 
correct or avoid a failure of year 2000 pro- 
cessing in a computer system, in a compo- 
nent of a computer system, in a computer 
program or software, or services utilizing 
any such system, component, program, or 
hardware; or 

(2) communicating or disclosing infor- 
mation to help correct or avoid the effects 
of year 2000 processing failure 
(b) APPLICABILITY.—Subsection (a) 
shall apply only to conduct that occurs, or 
an agreement that is made and imple- 
mented, after the date of enactment of this 
Act and before July 14, 2001. 

Id. §5(a)-(b). 

27 See id. §5(d). 

28 See id. §5(c). 

29 For the purposes of section 4(a), a per- 
son or entity that issued or published a 
year 2000 statement after January 1, 
1996, and before the date of enactment of 
this Act, may designate that year 2000 
statement as a year 2000 readiness dis- 
closure if— 

(A) the year 2000 statement complied with 
the requirements of section 3(9) when 
made, other than being clearly designated 
on its face as a disclosure; and 

(B) within 45 days after the date of enact- 
ment of this Act, the person or entity seek- 
ing the designation— 

(i) provides individual notice that meets 
the requirements of paragraph (2) to all 
recipients of the applicable year 2000 
statement; or 

(ii) prominently posts notice that meets 
the requirements of paragraph (2) on its 
year 2000 Internet website, commencing 
prior to the end of the 45-day period un- 
der this subparagraph and extending for 
a minimum of 45 consecutive days and also 
uses the same method of notification used 
to originally provide the applicable year 
2000 statement. 

(2) REQUIREMENTS.—A notice under 
paragraph (1)(B) shall— 

(A) state that the year 2000 statement that 
is the subject of the notice is being desig- 
nated a year 2000 readiness disclosure; 
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and 
(B) include a copy of the year 2000 state- 
ment with a legend labeling the statement 
as a “Year 2000 Readiness Disclosure.” 
Id. §7(b). 

30 Pam MacLean, Year 2000 Bill Aimed 
at Lawsuits, CBS Market Watch — Legal 
Options, Oct. 12, 1998 (quoting Vito C. 
Peraino). 

31 No designation of a year 2000 state- 
ment as a year 2000 readiness disclosure 
under subsection (b) shall apply with re- 
spect to any person or entity that— 

(1) proves, by clear and convincing evi- 
dence, that it relied on the year 2000 state- 
ment prior to the receipt of notice de- 
scribed in subsection (b)(1)(B) and it would 
be prejudiced by the retroactive designa- 
tion of the year 2000 statement as a year 
2000 readiness disclosure; and 

(2) provides to the person or entity seek- 
ing the designation a written notice ob- 
jecting to the designation within 45 days 
after receipt of individual notice under 
subsection (b)(1)(B)(i), or within 180 days 
after the date of enactment of this Act, in 
the case of notice provided under subsec- 
tion (b)(1)(B)(ii). 

Year 2000 Information and Readiness Dis- 
closure Act, Pub. L. No. 105-217, 112 Stat. 
2386 (1998), §7(c). 

32 Year 2000 INTERNET WEBSITE.-- 
(1) IN GENERAL..--Except as provided in 
paragraph (2), in any covered action other 
than a covered action involving personal 
injury or serious physical damage to prop- 
erty, in which the adequacy of notice about 
year 2000 processing is at issue, the post- 
ing, in a commercially reasonable manner 
and for a commercially reasonable dura- 
tion, of a notice by the entity charged with 
giving such notice on the year 2000 
Internet website of that entity shall be 
deemed an adequate mechanism for pro- 
viding that notice. 

See id. §4(d)(1). 

33 (2) EXCEPTION.—Paragraph (1) shall 
not apply if the court finds that the use of 
the mechanism of notice— 

(A) is contrary to express prior represen- 
tations regarding the mechanism of no- 
tice made by the party giving notice; 

(B) is materially inconsistent with the 
regular course of dealing between the par- 
ties; or 

(C) occurs where there have been no prior 
representations regarding the mechanism 
of notice, no regular course of dealing ex- 
ists between the parties, and actual no- 
tice is clearly the most commercially rea- 
sonable means of providing notice. 

See id. §4(d)(2). 

34 See id. §6(c)(1). 

35 See id. §6(c)(3). 

36 See id. §6(d). 

37 See id. §4(d)(3)(B). 


Steven G. Burton is managing 
shareholder of Burton & Murphy, a busi- 
ness law firm based in Tampa. 
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Welcome the 
“Sophisticated User Doctrine” 


A Complete Defense to Unjustified Products 
Liability Claims Against Innocent Manufacturers 


by Gene P. Kissane and Michael S. Metta 


lorida tort law is currently ill-equipped to pro- 
tect innocent manufacturers from the ravages of 
unjustified products liability claims. Many prod- 
ucts liability claims originate when an employee’s 
misuse of a product causes injury to the employee or to a 
third person. Oftentimes, the manufacturer provides le- 
gally sufficient warnings for the safe and effective use of 
the product, but the employer fails to integrate these warn- 
ings into the training given to employees or the employ- 
ees simply ignore the provided training. Due to the courts’ 
rigorous enforcement of sovereign and workers’ compen- 
sation immunity, the damages recoverable in these cases 
are inadequate when compared to the injury. For this 
reason, plaintiffs’ attorneys often file suit against the 
manufacturer under negligent and strict products liabil- 
ity theories even though it should be obvious that the 
manufacturer is not at fault. At present, there is a dearth 
of established products liability defenses to terminate 
these types of unjustified claims pretrial. Hence, manu- 
facturers are compelled to expend exorbitant litigation 
and settlement costs which ought to be borne by others. 
The sophisticated user doctrine addresses these con- 
cerns and provides a sound legal basis for eliminating 
these types of unfair products liability claims pretrial. This 
products liability defense permits manufacturers to dis- 
charge their duty to third persons by providing adequate 
warnings for the reasonably safe and effective use of their 
product to a sophisticated entity whom the manufacturer 
reasonably believes will pass the warnings to the product’s 
ultimate user. Under these circumstances, the duty to 
warn and supervise the product’s ultimate user and pro- 
tect the third persons should be shifted in its entirety to 
the sophisticated user of the manufacturer’s product. 
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Threshold Question 

The threshold question in sophisticated user cases should 
be whether a product is more appropriately characterized 
as an “unreasonably dangerous product” or as a “chattel 
known to be potentially dangerous for its intended use.” 

Although often overlooked, the answer to this question 
is essential to the proper adjudication of many products 
liability cases. The reason is that, especially when a so- 
phisticated user or purchaser of a manufacturer’s prod- 
uct is involved, the respective duties and standards of 
conduct owed toward a personal injury plaintiff can be 
vastly dissimilar. Indeed, the answer to this question may 
determine whether a product manufacturer owes any duty 
toward an injured party at all. These assertions will be 
supported by a discussion of established Florida products 
liability law and how these principles have evolved to the 
point where the next logical step is the acceptance of the 
sophisticated user defense and the Slavin rule’s exten- 
sion to a narrow class of products liability cases. 

In West v. Caterpillar Tractor Co., 336 So. 2d 80 (Fla. 
1976), the Florida Supreme Court officially adopted the 
Restatement (Second) of Torts §402A’s approach toward 
strict products liability. That restatement section provides: 


(1) One who sells any product in a defective condition unreason- 
ably dangerous to the user or consumer or to his property is 
subject to liability for physical harm thereby caused to the ulti- 
mate user or consumer, or to his property, if 

(a) the seller is engaged in the business of selling such a prod- 
uct, and 

(b) it is expected to and does reach the user or consumer 
without substantial change in the condition in which it is sold. 
(2) The rule stated in Subsection (1) applies although 

(a) the seller has exercised all possible care in the prepara- 
tion and sale of his product, and 

(b) the user or consumer has not bought the product or en- 
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tered into any contractual relation with 
the seller. 


In application, the relevant inquiry 
is whether the product was reason- 
ably safe for its intended use, as 
manufactured and designed, when it 
left the plant of the manufacturer.’ 

In order to establish strict liability 
pursuant to West, a plaintiff must plead 
and prove: 1) the manufacturer’s rela- 
tionship to the subject product; 2) the 
defect; 3) the unreasonably dangerous 
condition of the product; and 4) the 
existence of proximate causation be- 
tween the condition and the user’s in- 
juries or damages.’ A product is fairly 
characterized as defective if it is un- 
reasonably dangerous and placed in 
the hands of a consumer without warn- 
ing.‘ In contrast, a product is not con- 
sidered unreasonably dangerous, irre- 
spective of warning, when the hazards 
associated with its use are obvious, 
reasonably apparent, or as well known 
to the product’s user as the manufac- 
turer.® 

In Cohen v. General Motors Corp., 
427 So. 2d 389 (Fla. 4th DCA 1983), 
the court of appeals affirmed the trial 
court’s summary judgment order 
where the plaintiff manually re- 
leased his car’s emergency brake 
while the car was running, and was 
injured. In doing so, the court rea- 
soned: 

A duty to warn arises where a product is 
inherently dangerous or has dangerous 
propensities. Thus, a warning of a known 
danger in a non-defective machine is re- 
quired in the exercise of reasonable care. 
Further, a supplier of a product who 
knows or has reason to know that the 
product is likely to be dangerous in nor- 
mal use has a duty to warn those who 


may not fully appreciate the possibility 
of such danger.® 


In this passage, the court of appeals 
identifies a class of nondefective prod- 
ucts which can be dangerous for their 
intended use. The court associates the 
duties required of manufacturers of 
this class of products with the Restate- 
ment (Second) of Torts §388, titled 
“Chattel Known to be Dangerous for 
Intended Use.” 

The Cohen case is significant for 
two reasons. First, it directs atten- 
tion to the legal principles which 
should properly define a manu- 
facturer’s obligations when a product 


The court 
emphasized that “it is 
unreasonable to 
require the 
noncommercial 
consumer to make 
any sort of detailed or 
expert inspection.” 


is known to be potentially dangerous 
for its intended use. Second, it pro- 
vides doctrinal support for the appli- 
cation of §388 of the Restatement 
(Second) of Torts, the genesis of the 
sophisticated user doctrine. 


Acceptance of Doctrine 

When initially accepting the 
restatement’s approach to products 
liability in West, the Florida Supreme 
Court explained: 
It is apparent that Florida courts in many 
instances have imposed strict liability in 
tort upon a manufacturer for placing a 
product on the market knowing that it is 
to be used without inspection for defects 
which cause injury to a human being.® 


The court emphasized that “it is 
unreasonable to require the noncom- 
mercial consumer to make any sort 
of detailed or expert inspection.”® 
Hence, the court distinguishes be- 
tween two classes of users. The first 
class consists of noncommercial us- 
ers which a manufacturer cannot rea- 
sonably expect to professionally in- 
spect its product. The second class 
comprises sophisticated users of a 
manufacturer’s product. 

Over time, the distinction recog- 
nized by the West court has developed 
into a body of law, which, depending 
upon the context and jurisdiction, is 
referred to interchangeably as either 
the “sophisticated user,” “bulk sup- 
plier,” or “learned intermediary” doc- 
trine. Increasingly, courts are apply- 
ing the principles embodied in the 
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Restatement (Second) of Torts §388 
to insulate product manufacturers 
from negligent or strict products li- 
ability when the manufacturer pro- 
vides adequate warnings of its 
product’s potentially dangerous pro- 
pensities to a sophisticated third 
party upon whom the supplier can 
reasonably rely to communicate the 
warnings to the product’s ultimate 
user. O’Neal v. Celanese Corp., 10 F.3d 
249 (4th Cir. 1993) (affirming judg- 
ment notwithstanding the verdict 
based on the sophisticated user de- 
fense). The sophisticated user de- 
fense “is available not only when the 
supplier actually warned the inter- 
mediary, but also when the supplier 
shows that it was reasonable to be- 
lieve that a warning was unnecessary 
because the intermediary was al- 
ready well aware of the danger.” 

Section 388, titled “Chattel Known 
to be Dangerous for Intended Use” 
provides: 
One who supplies directly or through a 
third person a chattel for another to use 
is subject to liability to those whom the 
supplier should expect to use the chattel 
with the consent of the other or to be 
endangered by its probable use, for physi- 
cal harm caused by the use of the chattel 
in the manner for which it is supplied if 
the supplier 

(a) knows or has reason to know that 
the chattel is or is likely to be dangerous 
for the use for which it is supplied, and 

(b) has no reason to believe that those 
for whose use the chattel is supplied will 
realize its dangerous condition, and 

(c) fails to exercise reasonable care to 
inform them of its dangerous condition 
or of the facts which make it likely to be 
dangerous. 


Courts and commentators, when 
advocating for the application of the 
sophisticated user doctrine, focus on 
language from comment n to §388, 
“Warnings given to third person,” 
which, in part, states “a supplier’s 
duty to warn is discharged by provid- 
ing information about a product’s 
dangerous propensities to a third 
person upon whom it can reasonably 
rely to communicate the information 
to the ultimate users of the product 
or those who may be exposed to its 
hazardous effects.” Portelli v. I.R. 
Construction Products, Inc., 554 
N.W.2d 591, 600 (Mich. App. 1996) 
(affirming summary judgment in 
supplier’s favor when the products 
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were marketed to construction ex- 
perts, the user’s employer received 
detailed instructions, and the sup- 
plier could reasonably “presume 
mastery of basic operations by ex- 
perts or skilled professionals in [the 
construction industry]”); Carpenter v. 
Rust Engineering Co., 25 F.3d 1047 
(6th Cir. 1994) (affirming summary 
judgment when the manufacturer 
supplied a crane in accordance with 
the general contractor’s specifica- 
tions along with the applicable warn- 
ings); Phillips v. Green, 630A.2d 874, 
882 (Pa. Super. 1993).'! These cases 
are significant not only because they 
outline the parameters of the sophis- 
ticated user doctrine, but also be- 
cause they demonstrate this affirma- 
tive defense’s amenability toward 
summary disposition. 

In Phillips,’? the plaintiff steel 
workers brought suit against the sup- 
plier of silica-containing products 
used by the plaintiffs’ employer, U.S. 
Steel. Although the evidence estab- 
lished that U.S. Steel possessed full 


knowledge of the potential dangers 
associated with silica and was in the 
best position to warn its employees 
of the product’s potential hazards, 
the trial court denied the defendant’s 
motions for summary judgment and 
judgment notwithstanding the ver- 
dict.'’ Based upon the sophisticated 
user doctrine, the appellate court re- 
versed, vacating the jury verdict 
against the defendant/supplier. The 
court articulated the rationale for 
discharging the supplier’s duty in the 
context in which the employer of the 
product’s ultimate user is aware of 
the product’s potential hazards: 


The extension of workplace warnings liabil- 
ity unguided by practical considerations 
has the unreasonable potential to impose 
absolute liability in those situations where 
it is impossible for the manufacturer to 
warn the product user directly. In the work- 
place setting, the product manufacturer 
often cannot communicate the necessary 
safety information to product users in a 
manner that will result in reduction of risk. 
Only the employer is in a position to ensure 
workplace safety by training, supervision 
and use of proper equipment. Designating 


the manufacturer an absolute insurer of its 
product removes the economic incentives 
that encourages employers to protect the 
safety of their employees." 


Phillips is instructional because it 
explains the reasoning behind appli- 
cation of the sophisticated user doc- 
trine. 

The Phillips court’s rationale for 
the sophisticated user doctrine re- 
flects advancements in the fields of 
ergonomics and human factors engi- 
neering. Increasingly, warnings and 
human factors engineers conclude 
that “warnings and instructions on 
a product used in an occupational 
setting are best integrated into the 
training given to employees for the use 
of that product.” Indeed, industrial 
engineering Professor Richard F. 
Krenek of the University of Okla- 
homa explains that once provided 
with proper instructions for the safe 
and effective use of a manufacturer’s 
product, an employer should be un- 
der a legal and ethical obligation to 
design and implement policies which 
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ensure adherence to those instruc- 
tions.’* It is not enough for an em- 
ployer to assume that an employee’s 
professed competence with a class of 
products obviates the need for proper 
training in the safe use of any spe- 
cific product.'? The manufacturer’s 
duty should, therefore, be discharged 
by providing a sophisticated user 
with proper instructions for the safe 
use of its product. At that point, the 
legal obligation and incentive to 
implement procedures to protect 
workers and third persons should 
pass, in their entirety, to the sophis- 
ticated user. 

Florida courts advance these legal 
and ethical principles in at least two 
contexts. First, when a pharmaceu- 
tical company provides a physician 
with an adequate warning of the dan- 
gers associated with the use of its 
product, the duty to warn the 
product’s ultimate user is trans- 
ferred, in its entirety, to the physi- 
cian; this rule is referred to as the 
“learned intermediary” defense. 
Upjohn Company v. MacMurdo, 562 
So. 2d 680 (Fla. 1990) (“The 
manufacturer’s duty to warn of the 
drug’s dangerous side effects is di- 
rected to the physician rather than 
the patient.”); Christopher v. Cutter 
Laboratories, 53 F.3d 1184 (11th Cir. 


Being granted immunity doesn’t 
include not having to pay my bill. 


The acceptance 
doctrine generally 
operates to shield 

contractors from tort 
liability due to 
patent defects in 
construction which 
should be visible 
upon inspection. 


1995) (under the Florida “learned 
intermediary” rule, a drug manufac- 
turer discharges its duty to warn the 
ultimate user of its product if it ei- 
ther 1) adequately warns the pre- 
scribing physician; or 2) reasonably 
believes that the physician has inde- 
pendent knowledge of the product’s 
dangerous characteristics). 

Second, Florida courts have ap- 
plied an equivalent rule of law as 
§388’s “sophisticated user” defense in 
products liability cases in which the 
supplier fully informs the ultimate 
user’s employer of the dangers asso- 
ciated with the product’s operation. 
In Pranther v. Upjohn Co., 797 F.2d 
923 (11th Cir. 1986), the court of ap- 
peals affirmed the trial court’s di- 
rected verdict in the manufacturer’s 
favor in which, albeit the user of the 
defendant’s product never received 
an adequate warning, the user’s em- 
ployer 1) received a 40-page reference 
manual highlighting the product’s 
hazards, and 2) possessed indepen- 
dent knowledge of those hazards. 
Similarly, in Zunck v. Gulf Oil Corp., 
224 So. 2d 386 (Fla. lst DCA 1969), 
and Shell Oil v. Harrison, 425 So. 2d 
67 (Fla. lst DCA 1982), the court re- 
quired entry of judgments in a gas 
supplier’s favor, as a matter of law, 
when the respective purchasers pos- 
sessed actual knowledge of the 
product’s dangerous propensities, yet 
failed to properly warn the product’s 
ultimate users. 

These two lines of cases mirror the 
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principles underlying the Restatement 
(Second) of Torts §388 sophisticated 
user defense. Although not referred to 
as such, these controlling rules of law 
are, in operation, the sophisticated 
user doctrine’s functional equivalent. 
Accordingly, whenever applicable, 
Florida courts should adjudicate prod- 
ucts liability cases pursuant to §388’s 
established parameters. 


Use of S/avin Rule 

Florida’s Slavin rule, commonly 
referred to in other jurisdictions as 
the “acceptance doctrine,” should be 
extended to those products liability 
cases in which a sophisticated pur- 
chaser requests a manufacturer to 
build a product in accordance with 
the sophisticated purchaser’s speci- 
fications. If the sophisticated pur- 
chaser is afforded an opportunity to 
inspect the completed product and 
accepts it as manufactured in accor- 
dance with the requested specifica- 
tions, the manufacturer should be 
wholly discharged from products li- 
ability. 

The acceptance doctrine generally 
operates to shield contractors from 
tort liability due to patent defects in 
construction which should be visible 
upon inspection. Currently, the accep- 
tance doctrine in Florida, as articu- 
lated in Ed Ricke & Sons, Inc. v. 
Green, 609 So. 2d 504 (Fla. 1992), only 
applies in the construction context. 
There, the Florida Supreme Court 
held that an owner’s acceptance of a 
contractor’s work in accordance with 
the owner’s specifications insulated 
the contractor from liability to the 
plaintiff, who was injured because of 
patent defects in the project. Relying 
on its earlier decision in Slavin v. Kay, 
108 So. 2d 462 (Fla. 1958), the court 
reasoned: 

By occupying and resuming possession of 
the work the owner deprives the contrac- 
tor of all opportunity to rectify his wrong. 
Before accepting the work as being in full 
compliance with the terms of the contract, 
he is presumed to have made a reason- 
ably careful inspection thereof, and to 
know of its defects, and if he takes it in 
the defective condition, he accepts the de- 
fects and the negligence that caused them 
as his own, and thereafter stands forth 
as their author. When he accepts work 
that is in a dangerous condition, the im- 


mediate duty devolves upon him to make 
it safe, and if he fails to perform his duty, 


| 


and a third person is injured, it is his 
negligence that is the proximate cause of 
the injury.'® 

To date, Florida courts have failed 
to apply Slavin in the products liabil- 
ity context. Conversely, the Missouri 
Court of Appeals embraces the accep- 
tance doctrine when a sophisticated 
purchaser requests that a manufac- 
turer build a product in accordance 
with the sophisticated purchaser’s 
specifications. In Bloemer v. Art Weld- 
ing Company, 884 S.W.2d 55 (Mo. Ct. 
App. 1994), a sophisticated pur- 
chaser/detergent producer requested 
the defendant-manufacturer to build 
a “cyclone machine” in accordance 
with precise specifications provided 
by the detergent producer. The defen- 
dant manufactured the machine and 
the detergent producer accepted it. 
Thereafter, two of the detergent 
producer’s employees who were in- 
jured while cleaning the “cyclone” 
brought products liability claims 
against the manufacturer. The trial 
court granted the manufacturer’s 
motion for summary judgment based 
upon the acceptance doctrine. 

On appeal, the plaintiffs argued 
that the acceptance doctrine is lim- 
ited to the construction context and 
has no application to actions based 
upon products liability.'* The court of 
appeals disagreed, reasoning instead 
that failure to afford the benefits of 
the acceptance doctrine to manufac- 
turers when a chattel is custom 
manufactured and installed in accor- 
dance with a customer’s specifica- 
tions “would amount to holding a 
non-designer liable for defective de- 
sign.””° In affirming the summary 
judgment order, the court held that, 
absent a glaring deficiency in the so- 
phisticated user’s specifications, a 
manufacturer's compliance with those 
specifications constitutes a complete 
defense to strict liability and negli- 
gence claims based upon defective 
design.”' 

Bloemer stands for the proposition 
that the sophisticated user doctrine 
and the Slavin rule are parallel theo- 
ries whose application is necessary 
for the just determination of many 
products liability cases. Manufactur- 
ers should be afforded the same le- 
gal shield as contractors in cases in 


which the negligence of sophisticated 
user or purchaser of their product 
unfairly exposes the manufacturer to 
burdensome tort liability. 


Conclusion 

The acceptance of the sophisticated 
user doctrine is necessary to protect 
the rights of the innocent manufac- 
turer in Florida. When a manufac- 
turer can demonstrate that it pro- 
vided a sophisticated user with 
adequate warnings and instructions 
concerning the safe use of its prod- 
uct, the manufacturer’s duty toward 
the product’s ultimate user, or third 
persons, should be entirely dis- 
charged. Moreover, there is no ratio- 
nal basis for depriving a manufac- 
turer of the Slavin rule’s protection 
when a manufacturer delivers a 
product in accordance with a sophis- 
ticated user’s design specifications. 
Accordingly, Florida products liabil- 
ity lawyers and, if necessary, the 
members of the Florida Legislature, 
should vehemently advocate for the 
extension of these reasonable legal 
rules. O 
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Tax Law 


Planning for Large Estates After TRA ’97 
A New Look at Some Old (Charitable) Friends 


n the estate planning area, 

the Taxpayer Relief Act of 

1997 (TRA ’97)' has been her- 

alded as among the most tax- 
payer friendly pieces of legislation 
during the last 15 or so years.” Un- 
fortunately, the “relief” will not be 
felt by many high net worth indi- 
viduals. For example, while the uni- 
fied credit currently exempts the 
equivalent of $625,000 in assets 
from estate tax, the benefit of the 
credit is phased out (as under prior 
law) for estates that exceed $10 mil- 
lion.* The phaseout is equal to five 
percent of the value of the estate in 
excess of $10 million until the “av- 
erage tax rate” equals 55 percent.° 
As such, under both current and 
prior law, the intent to tax larger 
estates at essentially a 55 percent 
tax rate remains basically the same. 

For planners dealing with larger 
estate situations, the impact of TRA 
’97, therefore, is somewhat neutral— 
not much better, not much worse 
than before. As such, traditional 
large estate planning techniques 
such as irrevocable life insurance 
trusts, family limited partnerships, 
and charitable trusts continue to be 
important weapons in the planner’s 
arsenal. In addition to the typically 
older client for whom these strate- 
gies have been employed in the past, 
our current economy has spawned a 
whole new generation of younger 
(typically entrepreneurial) individu- 
als who can benefit greatly from this 
kind of planning. 

The focus of this article is on em- 
ploying several traditional chari- 
table and estate planning techniques 
in nontraditional ways. Before get- 
ting into specific applications, how- 


by Taso M. Milonas 


There are effective 
and cost-efficient 
opportunities to help 
the high net worth 
client transfer his or 
her estate to family 
members with little 
or no transfer tax 
consequences. 


ever, an overview of the benefits 
available through sophisticated 
charitable planning in large estate 
situations and how these plans are 
structured is in order.® 

While there are variations on the 
theme, most of the planning dis- 
cussed in this article keys off the use 
of some form of a charitable trust. 
Generally, there are two types of 
charitable trust: 1) the charitable 
remainder trust (CRT); and 2) the 
charitable lead trust (CLT).’? Each 
type of trust has both a charitable 
and a noncharitable beneficiary. The 
main difference between them is the 
order in which the beneficiaries re- 
ceive their interests, as discussed in 
more detail below. 


Overview of CRT 
A CRT distributes income to one 
or more individuals (usually the in- 
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dividual who established the trust) 
during the term of the trust, with the 
remaining assets passing to charity 
upon termination. The principal tax 
and nontax advantages of establish- 
ing a CRT include: 

¢ Maintain or enhance current stan- 
dard of living. 

¢ Increase cashflow from low-in- 
come-producing or non-income-pro- 
ducing assets. 

¢ Defer or eliminate capital gains 
tax on highly appreciated assets.® 

¢ Reduce income tax. 

¢ Eliminate estate tax on value of 
assets transferred to trust (and fu- 
ture appreciation thereon). 

¢ Potential to eliminate Florida in- 
tangible tax on stocks transferred to 
trust.’ 

* Maintain control over investments. 
* Asset protection. 

¢ Perpetuate charitable giving. 

In order to achieve these benefits, 
the trust must be drafted to meet 
very specific requirements provided 
under federal tax law, including: 

Payout Rate. The trust must have 
a minimum annual payout of five 
percent, but the payout rate can be 
higher. As a result of TRA ’97, the 
maximum payout rate will be equal 
to the lesser of: 1) 50 percent of the 
value of the trust property; or 2) 
that amount that will result in a re- 
mainder interest equal to 10 percent 
or more of the initial fair market 
value of the property placed in 
trust." 

The payout can be calculated in 
either one of two ways, as an “annu- 
ity” or as a “unitrust” amount. A 
charitable remainder annuity trust 
(CRAT) pays the beneficiary an an- 
nual income equal to a fixed percent- 


> 


age of the initial value of the prop- 
erty transferred to the trust during 
the term of the trust. For example, a 
CRAT funded with $1 million that 
provides for a five percent payout 
rate will produce $50,000 per year 
during the entire term of the trust 
($1 million times five percent), re- 
gardless of changes in asset value (in- 
crease or decrease) from year to year. 

A charitable remainder wnitrust 
(CRUT), on the other hand, pays a 
fixed percentage of the trust assets 
determined annually. For example, 
assume a five percent CRUT is 
funded with $1 million worth of prop- 
erty that appreciates during the first 
year to $1.5 million, then further 
appreciates in value to $2 million in 
the second year. The trust would pay 
$50,000 during the first year ($1 mil- 
lion times five percent); $75,000 dur- 
ing the second year ($1.5 million 
times five percent); and $100,000 
during the third year ($2 million 
times five percent). Because the eq- 
uity markets generally have outper- 
formed the inflation rate, most plan- 


ners (and clients) tend to prefer the 
CRUT over the CRAT because of the 
potential “upside.” However, if the 
value of the trust assets decreases, a 
CRAT may prove the better choice. 

From a planning perspective, an 
individual oftentimes is able to en- 
joy a higher income using a lower 
payout rate with a CRUT because of 
the fact that the percentage is calcu- 
lated on an ever-increasing amount 
of principal. Sometimes setting the 
initial payout rate too high can frus- 
trate the trustee’s ability to increase 
the value of the trust assets. Of 
course, if the assets decrease in value, 
the payout rate will decrease propor- 
tionately. 

Term of Trust. Generally, the trust 
may last for the lifetime of one or 
more individuals or a fixed number 
of years, not to exceed 20 years. The 
selection must be made at the time 
the trust is established and cannot 
be changed later. The reason for this 
is the charitable income tax deduc- 
tion is based on the use of special 
actuarial tables put out by the IRS.” 


Qualified Charity. Upon termination 
of the noncharitable beneficiary’s in- 
terest, the remaining trust assets must 
pass to one or more “qualified” chari- 
ties as defined for tax purposes. The 
charity may, but does not need to, be 
designated initially. For example, many 
individuals leave the trustee the dis- 
cretion to select one or more qualify- 
ing charities, rather than designating 
a specific charity at the time the trust 
is established. Other individuals estab- 
lish a private foundation (during life- 
time or at death) to receive the trust 
assets. The selection of charitable ben- 
eficiary can and will have a significant 
impact on the charitable income tax 
deduction otherwise available to the 
donor. The deduction generally is 
higher when the assets are being left 
to a “publicly supported” charity (up 
to 30 percent of the donor’s adjusted 
gross income) as opposed to a 
nonpublicly supported or private foun- 
dation (deduction limited to 20 percent 
of donor’s adjusted gross income).'° 

Prohibited Transactions. The terms 
of the trust must restrict the trustee 
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and beneficiaries from various activi- 
ties that would compromise the ulti- 
mate charitable intent of the trust. 

Irrevocable Trust. A CRT is an ir- 
revocable trust. As such and with 
very limited exceptions, the terms of 
the trust cannot later be changed af- 
ter the trust has been established. 

Trustee. Generally, the individual 
establishing the trust or a third party 
(such as another individual or bank) 
may serve as trustee. 

State Law. The terms of the trust 
must comply with state law. Theoreti- 
cally, one could create a trust that 
provides for charitable and 
noncharitable beneficiaries and in- 
corporate a great deal more flexibil- 
ity than described above. However, 
unless the terms of the trust meet the 
requirements of federal tax law, the 
tax benefits will not be available. 

Life Insurance. Except in rare 
cases, the establishment of a CRT is 
almost always accompanied by the 
purchase of life insurance on the life 
of the donor (or donor and donor’s 
spouse) to “replace” in effect the as- 
sets passing to charity upon termi- 
nation of the trust. In order to keep 
the life insurance proceeds outside of 
the donor’s estate, the policy typically 
is owned through an irrevocable 
trust'* or by the donor’s children. 
Situations in which insurance might 
not be employed include a donor who 
has no children, a donor who has sur- 
vived his children, a donor who has 
disinherited his children, and when 
the donor’s children are wealthy in 
their own right and there is no per- 
ceived need to transfer additional 
wealth. 


Overview of CLT 


A CLT distributes income to one or 
more charitable beneficiaries during 
the term of the trust, with the re- 
maining assets passing to an indi- 
vidual or the individual’s family upon 
termination of the trust. The princi- 
pal tax and nontax advantages of 
establishing a CLT include: 
¢ “Unlimited” income tax deduction 
for assets passing to charity.® 
¢ Eliminate estate tax on value of 
assets transferred to trust (and fu- 
ture appreciation thereon). 

e “Leverage” assets passing to fam- 


Unless the terms of 
the trust meet the 
requirements of 
federal tax law, the 
tax benefits will not 
be available. 


ily members with little or no gift tax 
consequences. 

¢ Potential to eliminate Florida in- 
tangible tax on stocks transferred to 
trust. 

¢ Maintain control over investments. 
¢ Asset protection. 

¢ Perpetuate charitable giving. 

Like the CRT, the CLT also has 
specific requirements. For compari- 
son sake, these requirements are set 
forth below generally in the same 
manner as the CRT discussion. 

Payout Rate. Unlike the CRT, a CLT 
does not have a minimum or maxi- 
mum payout rate. Generally, a higher 
payout will allow a greater amount 
of property to pass to family mem- 
bers at the lowest possible gift tax 
cost.'*6 As with a CRT, the payment 
can be calculated as an “annuity” 
(CLAT) or ‘“unitrust” (CLUT) 
amount. 

Term of Trust. A CLT may be es- 
tablished for the lifetime of one or 
more individuals or a fixed number 
of years. Unlike a CRT, there is no 
20-year maximum if a term of years 
is used. 

Qualified Charity. As mentioned 
above, the trust must distribute the 
required annual amount to one or 
more “qualified” charities, which 
could include a donor-established 
private foundation. The establish- 
ment of a CLT does not “technically” 
give rise to a personal charitable in- 
come tax deduction as does the CRT.” 
However, the income generated by a 
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CLT is not taxed to the donor (as is 
the case with the CRT) and the trust 
itself is exempt from income taxes. 
As such, and because the charitable 
income tax limitations that may pre- 
vent a client from fully using an oth- 
erwise allowable deduction do not 
apply to the trust distributions, the 
practical effect in using a CLT is a 
100 percent income tax deduction. 

Prohibited Transactions. Similar to 
CRT. 

Irrevocable Trust. Similar to CRT. 

Trustee. Similar to CRT. 

State Law. Similar to CRT. 

Gift Tax. Unlike a CRT, the trans- 
fer of assets to a CLT that is not 
treated as a grantor trust for income 
tax purposes reSults in a taxable gift 
to the noncharitable beneficiaries 
(e.g., the family members). The gift 
is deemed made at the time the as- 
sets are transferred to the trust. The 
value of the gift for tax purposes is 
equal to the actuarially determined 
“remainder” value. Depending on the 
donor’s age or the number of years 
for which the trust has been estab- 
lished, the value of the gift may be 
quite small. For example, assume a 
45-year-old donor transfers $5.2 mil- 
lion worth of property to a CLT pay- 
ing eight percent to last the donor’s 
life, remainder to the donor’s chil- 
dren. The value of the gift for gift tax 
purposes would be approximately 
$625,000. This represents an 88 per- 
cent discount on the value of the 
transferred property than if the do- 
nor had transferred the property to 
the children outright.'* Assuming the 
donor has not used his unified credit, 
there would be no gift tax due on the 
transfer. Because of the donor’s young 
age, it is not unreasonable to assume 
the value of the underlying trust as- 
sets will double or triple during the 
donor’s lifetime. In effect, the donor 
will have transferred $10 to $15 mil- 
lion in value tax free. 


Hedging with Dual CRTs 

It can be frustrating for a client 
(and planner too sometimes!) to ap- 
preciate the variations available and 
results obtainable when proposing a 
charitable trust under different al- 
ternatives (e.g., annuity trust vs. 
unitrust, fixed term of years vs. life- 


time, etc.). This is especially true if 
the donor is younger and the trust 
may be in place for many years. One 
approach to lessen the donor’s anxi- 
ety level and create a plan that prob- 
ably will reflect the donor’s needs 
more accurately is to establish two 
separate trusts. Take, for example, a 
45-year-old business owner who 
wants to sell his business, avoid (or 
at least defer) capital gains taxes, 
and provide for his family. The donor 
plans to transfer his stock in the busi- 
ness to a CRT and have the sale oc- 
cur from the trust.'? At the same time 
the donor will establish an irrevo- 
cable life insurance trust funded with 
a second-to-die policy on the donor 
and his 42-year-old wife for the ben- 
efit of their young children. 

The prospective donor has been 
presented illustrations showing the 
benefits of establishing a CRT estab- 
lished for his and his wife’s joint lives 
and for a 20-year fixed term, but can- 
not decide which option is “better.” 
The donor likes the idea of having 
income for life with the joint life il- 
lustration, but because of the 10 per- 
cent remainder rule the maximum 
payout rate is limited to 5.8 percent. 
On the other hand, the fixed term 
option has the potential to produce 
up to 10.6 percent annually, but the 
income will cease in 20 years and the 
donor is concerned about outliving 
his income. While there is no “right” 
answer, an approach that many do- 
nors have found appealing is to es- 
tablish both a joint life CRT and a 
fixed term CRT, each funded with a 
proportionate share of the assets that 
otherwise would have been trans- 
ferred to a single CRT. Analogizing 
the 20-year term to a traditional ca- 
reer, this option will produce a higher 
level of income during what other- 
wise would be the donor’s “working” 
years (when he will be receiving an 
8.2 percent “blended” distribution 
from both CRTs), then reduce to the 
level of the joint life trust for the bal- 
ance of their lives.”° Using this line 
of reasoning, the donor can appreci- 
ate that his earning needs (and con- 
comitant family obligations) prob- 
ably will be higher early on, then 
taper off (hopefully) in his later years. 
As such, the dual trust approach can 


more accurately reflect these differ- 
ences in need than either single trust 
alone could. In effect, the donor and 
his family have created a“safety net” 
level of income for life, with addi- 
tional income during the earlier 
years. From an income tax planning 
standpoint, the donor will be able to 
use the deductions available from 
both trusts immediately so there is 
no real drawback from a deductibil- 
ity standpoint in using two trusts. 


Combining CRTs and CLTs 

A CRT can be a great tool for al- 
lowing a client to create cash flow 
from non-income-producing assets or 
increase cashflow from low-income- 
producing assets. However, in the 
realm of the very high income/high 
net worth client, the client may feel 
his current level of income is 
“enough.” This type of client may be 
content in “maintaining” the current 
income level if he can transfer a large 
portion of his estate on to his chil- 
dren or other family members with 
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little or no transfer tax cost. For this 
client, an approach worthy of consid- 
eration may be a combination of a 
CRT and a CLT. At first blush, com- 
bining these two alternatives in the 
same estate plan may seem inconsis- 
tent because each type of trust ap- 
pears to achieve exactly the opposite 
result. Further examination reveals 
the combination may prove ex- 
tremely beneficial for the right cli- 
ent, as can be seen from the follow- 
ing example: 

Assume husband and wife have 
$18 million of publicly traded secu- 
rities held in a brokerage account. 
The portfolio has a low basis for tax 
purposes and produces $500,000 per 
year in income. Husband and wife are 
both 55 years old and in good health. 
They have two adult children to 
whom they wish to leave their estate. 
They have met with their estate 
planning adviser to discuss numer- 
ous options. They first discussed sim- 
ply purchasing a sufficient amount 
of life insurance through an irrevo- 
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cable trust to replace the projected 
assets that will be lost to estate tax. 
After careful consideration, the cli- 
ents decided against this alternative 
basically for three reasons. First, the 
portfolio had grown significantly in 
the past and is projected to triple in 
value during their remaining life- 
time. As such, the projected level of 
insurance needed would be $30 mil- 
lion or more. The clients were uncom- 
fortable committing to this level of 
insurance. Second, the high premium 
cost could consume much if not all of 
their after-tax income even if they did 
want to acquire that much insur- 
ance.”! Third, the premiums would 
exhaust their unused unified credits 
and result in high taxable gifts in 
later years, thereby further increas- 
ing their out-of-pocket costs in the fu- 
ture.” Next, they discussed transfer- 
ring their portfolio assets to a newly 
established CRT. The CRT could gen- 
erate a higher level of cash that 
would make the premium costs 
easier to budget. Again, the clients 
rejected this approach for many of 
the same reasons as before. 

Finally, they decided to create an 
eight percent joint life CRT funded 
with one-third of their portfolio ($6 
million) and an eight percent joint 
life CLT funded with the balance of 
their portfolio. When taking the in- 
come tax deduction into account, the 
CRT will allow them to maintain 
their current income level. The CRT 
was structured as a unitrust to al- 
low their income to keep pace with 
inflation and the projected growth in 
those assets. The CLT will allow them 
to transfer two-thirds of their port- 
folio ($12 million) at a gift tax cost of 
$1,284,488, almost all of which will 
be offset by their unused unified 
credit. Assuming the assets triple in 
value as projected, the clients in ef- 
fect will have transferred $36 million 
with a transfer tax cost of approxi- 
mately $85,000. To assist their chil- 
dren with the responsibilities asso- 
ciated with handling significant 
wealth, the clients established a fam- 
ily foundation and named their chil- 
dren as directors. The foundation is 
the named beneficiary of the CLT and 
will be the remainder beneficiary of 
the CRT. 


Charitable Split Dollar 

A relatively new approach” aimed 
at high income/high net worth donors 
that is being promoted heavily in the 
charitable planning community in- 
volves the use of a “split-dollar” 
agreement.” In essence, the donor is 
able to convert otherwise currently 
taxable income (e.g., salary, rent, divi- 
dends, etc.) into currently tax-deduct- 
ible income that will be repaid to the 
donor or members of the donor’s fam- 
ily tax-free in the future. The pro- 
gram has many of the features of a 
traditional retirement plan without 
the limitations on how much can be 
contributed currently or the taxation 
of distributions upon withdrawal. In 
addition, there can be significant es- 
tate planning benefits as well. 

Under a common fact pattern, a 
member of the donor’s family estab- 
lishes an irrevocable life insurance 
trust funded with insurance on the 
donor’s life or the lives of the donor’s 
children. The insurance trust enters 
into a split-dollar agreement with a 
public charity whereby the charity 
provides most of the funds to keep 
the policy in force and will receive a 
substantial death benefit upon the 
insured’s death. Concurrent with the 
establishment of the trust, the donor 
begins making significant annual 
contributions to the charity. The char- 
ity is expected (but not required) to 
use the donor’s annual contributions 
to assist the charity in meeting its 
obligation under the split-dollar 
agreement. 

Because the charity is a publicly 
supported charity, the donor will be 
able to deduct up to 50 percent of the 
donor’s adjusted gross income, rather 
than the 30 percent or less limit that 
typically would apply if the contri- 
bution were made to a private foun- 
dation or a CRT. In effect, the donor 
is able to offset large amounts of the 
donor’s annual income through what 
otherwise would be nondeductible 
contributions to a life insurance 
trust. If the amount of insurance is 
significant, the donor’s otherwise di- 
rect contributions to the insurance 
trust also could be subject to gift tax 
and/or reduce the donor’s unused 
unified credit. The charity’s interest 
in using the donor’s contributions to 
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fund the split-dollar arrangement is 
the leveraging of limited charitable 
resources through the insurance 
component. The donor and donor’s 
family will have the ability to access 
the large cash values built up in the 
policy through policy loans. The loans 
will be tax-free distributions and will 
be repaid out of the family’s portion 
of the death benefit. The trust ben- 
eficiaries will receive an additional 
tax-free distribution of insurance 
proceeds (less the charity’s share and 
the outstanding loan balance) upon 
the insured’s death. 

This type of planning may be 
viewed as somewhat aggressive and, 
therefore, not suitable for all clients. 
In addition, te the author’s knowl- 
edge the IRS has not publicly 
adopted or approved this type of ar- 
rangement or sanctioned its tax ben- 
efits. Numerous issues come to mind 
that the careful planner will want to 
address, chief among them the “step 
transaction” doctrine and “form over 
substance.” Upon close examination, 
the planning techniques involved 
appear to have strong parallels to 
other popular strategies that the IRS 
has approved or at least acquiesced. 
Like any new strategy, the planner 
will need to assess carefully the rela- 
tive risks and rewards for each cli- 
ent in a case-by-case basis. 


Year End Planning Note 

It should not be overlooked that 
the donor becomes entitled to a chari- 
table income tax deduction at the 
time the contribution is made. In the 
context of a CRT or a CLT treated as 
a grantor trust for income tax pur- 
poses, the contribution is made when 
the assets are transferred to the 
trust. Accordingly, many facets re- 
lated to the establishment and opera- 
tion of such a trust (e.g., sale of as- 
sets, final valuation of property 
transferred, distributions to income 
beneficiary, etc.) that ultimately need 
to occur are not preconditions to se- 
curing the charitable income tax de- 
duction. As the end of the year fast 
approaches, the allure of a significant 
income tax deduction to a client who 
may otherwise have limited deduc- 
tions could motivate a prospective 
donor to proceed with the planning, 


rather than wait another year. 


Conclusion 

As can be seen, TRA ’97 did not 
deliver any zreat benefits to the high 
net worth individual for gift or estate 
tax purposes. Fortunately, there are 
effective and cost-efficient planning 
opportunities (many of which have 
withstood the test of time) available 
to help the high net worth client 
transfer his or her estate on to fam- 
ily members with little or no trans- 
fer tax consequences. O 


! Pub. L. No. 105-34. 

2 The “unlimited” marital deduction 
and the $600,000 unified credit exemp- 
tion equivalent were both introduced in 
1981 effective for decedents dying after 
December 31, 1981. Pub. L. No. 97-34, 
§401(a)(1), (a)(1)(A). Prior to the enact- 
ment of TRA ’97, these changes in the 
estate and gift tax area generally are re- 
garded as among the most significant 
provisions available to help taxpayers 
defer, reduce, or even eliminate their es- 
tate and gift tax liability. 

3 While it is technically correct to con- 
tinue to use the term “unified credit” post- 
TRA’97, planners must be aware that the 
amount of the credit (referred to as the 
“applicable credit amount”) will increase 
each year, so that the effective amount of 
one’s estate that can pass tax-free is as 
follows: 


1998 $625,000 
1999 $650,000 
2000 and 2001 $675,000 
2002 and 2003 $700,000 
2004 $850,000 
2005 $950,000 


2006 or thereafter $1,000,000 

4 LR.C. §2001(c)(2) (1986). 

Td. 

6 For a comprehensive treatment of 
various charitable planning techniques, 
see, e.g., Brier and Knauer, 435-2d T.M., 
Charitable Remainder Trusts and Pooled 
Income Funds; Knauer and Brier, 442-2d 
T.M., Charitable Income Trusts; and 
Kirschten and Neeley, 281-3dT.M., Chari- 
table Contributions: Income Tax Aspects. 

7 Many clients seem to be intimidated 
about the prospect of leaving substantial 
amounts to charity. For this reason, a 
more client-friendly approach may be to 
refer to a CRT as the “family first” trust 
and a CLT as the “family last” trust. In 
this manner, the psychological emphasis 
is on the client, rather than the charity. 

8 Generally, the sale of appreciated capi- 
tal assets held long term through a CRT 
will not result in the immediate realiza- 
tion and recognition of capital gains. 
However, under the “tier-distribution” 
system of §664(b), capital gains realized 
in the current or a prior year will be rec- 
ognized if the income of the trust is less 


than the required distribution amount. 
If the trust’s income remains at or above 
the required distribution amount for the 
term of the trust, the capital gains will 
never be recognized for tax purposes. 

° Generally, intangible assets otherwise 
subject to Florida intangible tax will con- 
tinue to be subject to the tax if held ina 
charitable trust. See Fia. Stat. §199.012 
et seq. Although, beyond the scope of this 
article, there may be effective methods 
available to structure the trust so that 
the intangible tax will not apply. 

10 Specifically, this will either be the ini- 
tial fair market value if a charitable re- 
mainder annuity trust or the annual 
value of the trust asset if a charitable 
remainder unitrust. 

§664(d)(1)(A), (D); I.R.C. 
§664(d)(2)(A), (D). 

12 1.R.C. §7520; see also IRS Publication 
1457, Actuarial Values Alpha Volume and 
IRS Publication 1458, Actuarial Values 
Beta Volume. 

13 T.R.C. §170. 

14 For a good treatment of life insurance 
trusts, see Slade, 210-4th T.M., Personal 
Life Insurance Trusts. 

15 Unlike a CRT, a CLT is subject to tax 
on its income as a “complex” trust under 
§661 et seq. As such, the trust will be en- 
titled to a deduction under §642(c) for 
amounts paid to a qualifying charitable 
beneficiary without the limitations appli- 
cable to contributions by individuals un- 
der §170(b). Because the tier-distribution 
scheme of §664 applicable to CRTs does 
not apply to CLTs, the trust document 
should prioritize and characterize the 
order of distributions to the charitable 
beneficiary in much the same way as §664 
does for CRTs. For a good discussion of 
this issue and related income tax issues 
affecting CLTs, see Knauer and Brier, 442 
2d T.M., Charitable Income Trusts at A- 
13 et seq. 

16 This assumes the trust distributions 
are not taxable to the donor. If the distri- 
butions are taxable to the donor (i.e, a 
“grantor trust” for purposes of I.R.C. §671 
et seq.), then there will be no gift tax con- 
sequences and the donor will be entitled 
to an income tax deduction equal to the 
present value of charity’s income inter- 
est. 

17 This again assumes the CLT is not 
treated as a grantor trust for federal in- 
come tax purposes. 

18 This level of discount is comparable 
to the premium cost relative to death ben- 
efits of many life insurance policies and 
exceeds all but the most aggressive (prob- 
ably too much so) family limited partner- 
ship discounts available. As such, the po- 
tential transfer power of a CLT should 
be overlooked in large case planning, es- 
pecially for the younger client. Even for 
a 65- and 75-year-old donor under the 
same sort of assumptions, the discounts 
would be 68 percent and 52 percent, re- 
spectively. 

19 The transfer of a business interest to 
a CRT and subsequent sale can be a trap 
for the unwary. For example, if the trans- 
fer is made after a contract for sale is in 


place or the company’s board of directors 
has approved the sale, the IRS can at- 
tribute any gain on the sale to the donor. 
See Kinsey v. Comm’r, 477 F.2d 1058 (2d 
Cir. 1973). However, the gain from the 
redemption of stock in a closely held cor- 
poration by a family foundation has been 
held not to be taxable to the donor when 
the foundation was not obligated to re- 
deem the stock. See Rev. Rul. 78-197, 
1978-1 C.B. 83; Palmer v. Comm’r, 62 T.C. 
684 (1974). Caution also must be exer- 
cised on the form of business interest 
transferred. For example, a CRT cannot 
be a permissible shareholder of stock in 
an S corporation, although a CRT can 
hold interest in a partnership or limited 
liability company. But see Leila G. 
Newhall Unitrust v. Comm’r, 104 T.C. 236 
(1995), aff'd, 105 F.3d 482 (9th Cir. 1997) 
(providing that if the CRT has any unre- 
lated business income, the trust will be 
subject to tax on all of its income). 

20 Assuming the CRT is structured as a 
unitrust, the low payout rate may allow 
the trust principal to grow significantly 
during the initial 20 years so that when 
the donor’s income level drops back to the 
joint trust alone, the income may equal 
or exceed the amount they initially had 
been receiving from both trusts. 

21 Even on a joint and survivor basis, the 
premiums on a $30 million policy would 
be about $250,000 per year or more. 

22 When dealing with very large insur- 
ance premiums, it may be difficult to 
avoid paying gift tax on the transfers to 
the irrevocable life insurance trust even 
taking into account such traditional 
methods as Crummey withdrawal rights, 
application of donor’s unified credit, and 
the use of “hanging” powers. 

23 The author has seen this concept mar- 
keted under various names, such as the 
“charitable legacy plan” and the “legacy 
plan.” 

24 A detailed description of the use and 
benefits of split-dollar planning is beyond 
the scope of this article. For a good over- 
view, see Wynn, Split-Dollar Life Insur- 
ance, ABA Real Property, Probate & Trust 
Law Section publication. 


Taso M. Milonas is a shareholder 
in the law firm of Walters Levine Brown 
Klingensmith Milonas & Thomison, PA., 
in Sarasota. He received his J.D. from 
Stetson College of Law in 1984 and an 
LL.M. in taxation from the University of 
Florida in 1985. Mr. Milonas is a board 
certified tax lawyer and currently serves 
as vice chair of the Gratuitous Transfers 
Committee of The Florida Bar Tax Sec- 
tion and as a member of its executive 
counsel. 
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Real Property, Probate and Trust Law 


The Interpretation of §§7(a) and 7(b) of Title 
Policies Under Florida Law: Synergism Revisited 


eople are often mistaken 

about the coverage af- 

forded by their title poli- 

cies. Many believe that 
their policy guarantees that their 
title is as reflected on the policy.’ 
Many believe a mortgagee policy of- 
fers the same coverage as an owner’s 
policy.? Others believe if a defect is 
found in their title which is covered 
by the policy, that they will be en- 
titled to damages regardless of the 
title insurance company’s actions to 
cure the defect. It is this last mis- 
conception which is the subject of 
this article. 

Under the American Land Title 
Association (ALTA) title insurance 
policy forms adopted in Florida with 
modifications, a title company is 
given the right to bring any action 
or proceeding which, in its opinion, 
might be necessary to establish title 
to the estate or interest as insured 
or to prevent or reduce loss or dam- 
age to the insured. The language con- 
templates the right of the title in- 
surance company to bring litigation 
for this purpose. For an insured in 
this situation, the question which 
immediately arises is: Who will be 
liable for damages incurred by the 
insured pending a final resolution of 
such litigation? For example, if the 
insured is a land developer whose 
project is halted because of a title 
defect which the title insurance com- 
pany seeks to resolve by litigation, 
is the title insurance company liable 
for the mortgage payments, redevel- 
opment costs, lost interest, lost 
profit, and the like resulting from the 
delay—even if the title company is 
ultimately successful in its curing 
litigation? 


by Shawn G. Rader 


Three district courts 
have agreed a title 
insurance company 
has no liability to 
its insured if it 


successfully concludes 
litigation which it brings 
to cure a title defect on 
the insured’s property. 


Until this year, only two Florida 
district courts of appeal had ad- 
dressed this issue. The Fourth DCA 
addressed it in the case of Lawyers 
Title Insurance Corporation v. Syn- 
ergism, 572 So. 2d 517 (Fla. 4th DCA 
1990), rev. den., 583 So. 2d 1037 (Fla. 
1991), and the Second DCA in Co- 
coa Properties, Inc. v. Commonwealth 
Land Title Insurance Company, 590 
So. 2d 980 (Fla. 2d DCA 1991). Since 
the publication of these opinions, 
their holdings have been adopted by 
the appellate court in one state and 
rejected by courts in three other 
states. Consequently, it was not cer- 
tain in which direction the Fifth DCA 
would lean when given the opportu- 
nity to review the issue earlier this 
year. 

This article will examine the Syn- 
ergism and Cocoa Properties cases, 
their acceptance and rejection in for- 
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eign jurisdictions and the decision 
of the Fifth DCA in the case of 
Huntleigh Park, Inc. v. Stewart Title 
Guaranty Company, 717 So. 2d 1037 
(Fla. 5th DCA 1998). 


Synergism and 
Cocoa Properties Cases 

Because the published opinion in 
the Synergism case is fairly brief, the 
breadth of the decision can only be 
understood by examining the final 
judgment entered by the Palm Beach 
circuit court which was reversed by 
the Fourth DCA. In Synergism, the 
insured under an owner's title policy 
bought a large tract of undeveloped 
farm land in Palm Beach County 
with the intention of developing it. 
Shortly after the purchase, the in- 
sured became aware of a claim by the 
adjoining property owner to a 70-foot 
strip along the northern boundary of 
the property. The insured submitted 
a claim under its title insurance 
policy to Lawyers Title Insurance 
Corporation, which initially com- 
menced negotiation with the adjoin- 
ing property owner to purchase the 
70-foot strip. When this was unsuc- 
cessful, Lawyers Title brought a suit 
to quiet title in the insured to the 
70-foot strip pursuant to §4 of the 
policy, which in part reads as follows: 
4. Defense and prosecution of actions; 
duty of insured claimant to cooperate. 

* * * 


(b) The company shall have the right, at 
its own cost, to institute and prosecute 
any action or proceeding or to do any 
other act which in its opinion may be 
necessary or desirable to establish the 
title to the estate or interest, as insured, 
or to prevent or reduce loss or damage 
to the insured. The company may take 
any appropriate action under the terms 
of this policy, whether or not it shall be 


liable hereunder, and shall not thereby 
concede liability or waive any provision 
of this policy. If the company shall exer- 
cise its rights under this paragraph, it 
shall do so diligently. 

(c) Whenever the company shall have 
brought an action or interposed a defense 
as required or permitted by the provisions 
of this policy, the company may pursue 
any litigation to final determination by a 
court of competent jurisdiction and ex- 
pressly reserves the right, in its sole dis- 
cretion, to appeal from any adverse judg- 
ment or order. 


Using this right under the policy, 
Lawyers Title brought suit to quiet 
title to the 70-foot strip in the in- 
sured. During the pendency of the 
litigation, the insured’s damages 
mounted. The insured was required 
to return deposits to purchasers 
whose contracts were lost. The in- 
sured had to continue making mort- 
gage payments on its acquisition and 
construction loan. The insured also 
incurred redevelopment costs as a 
result of having to reposition utility 
lines which had been located in the 
70-foot strip. Two years and nine 
months after bringing the suit, Law- 
yers Title finally succeeded in obtain- 


ing a judgment favorable to the in- 
sured and quieting title to the in- 
sured in the 70-foot strip. The insured 
then demanded that Lawyers Title 
reimburse it for the damages it had 
suffered during the pendency of the 
action. Lawyers Title refused, citing 
§7 of the policy, which read as follows: 


7. Limitation of Liability (a) If the com- 
pany establishes the title, or removes the 
alleged defect, lien or encumbrance, or 
cures the lack of a right of access to or 
from the land, or cures a claim of 
unmarketability of title, all as insured, 
in a reasonably diligent manner by any 
method, including litigation and the 
completion of any appeals therefrom, it 
shall have fully performed its obligations 
with respect to that matter and shall not 
be liable for any loss or damage caused 
thereby. 

(b) In the event of any litigation, in- 
cluding litigation by the company or with 
the company’s consent, the company shall 
have no liability for loss or damage until 
there has been a final determination by 
a court of competent jurisdiction, and dis- 
position of all appeals therefrom, adverse 
to the title as insured. 


Lawyers Title’s interpretation was 


that under §7(b), having successfully 
obtained a judgment in favor of the 


insured, it had no liability whatso- 
ever for any loss or damage suffered 
by the insured. The insured, on the 
other hand, argued that it was un- 
reasonable to expect that the insured 
would be saddled with the damages 
it had suffered in the interim. In the 
insured’s opinion, the language in 
§7(b) would only apply to relieve the 
title company from damages which 
would have arisen directly from an 
adverse judgment such as the loss of 
the 70-foot strip. The insured argued 
that §§7(a) and 7(b) had to be read 
together and that §7(a) required that 
the defect be cured within a reason- 
able period of time as called for in §4 
of the policy. The insured argued that 
two years was not a reasonable time. 
The trial court agreed with the in- 
sured. 


The Palm Beach County circuit 
court stated that a judicial construc- 
tion of §7(a) was a case of first im- 
pression in Florida. Under such cir- 
cumstances, the court stated that it 
must look to other jurisdictions for 
guidance and cited as the leading 
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case Nebo, Inc. v. Transamerica Title 
Insurance Company, 12 Cal. App. 3d 
222, 98 Cal. Rptr. 237 (1971). The 
trial court adopted the holding in 
Nebo that because the policy did not 
specify that the insurance company 
would not be liable for the actual 
damages resulting from a title defect 
during the litigation period, it was 
ambiguous. According to the trial 
court, the import of Nebo is that even 
though litigation is ongoing, a title 
defect still must be removed by the 
insurer within a reasonable time, and 
failure to do so renders the insurer 
liable for the insured’s interim or 
mesne consequential damages. The 
trial court awarded the insured a 
judgment ffor approximately 
$545,000. 

The Fourth DCA rejected the 
insured’s argument and trial court’s 
position and reversed in favor of Law- 
yers Title. In the opinion of the 
Fourth DCA, because Lawyers Title 
was successful in concluding litiga- 
tion to remove the title defect under 
§7(b) of the policy, the title company 
had no liability to the insured for 
damages. The court cites Professor 
Burke in defense of its position.* 

The Second DCA in Cocoa Proper- 
ties buttressed the Synergism hold- 
ing. In a case in which the insured 
discovered a prior mortgage on its 
property and turned in a claim to 
Commonwealth Land Title Company, 
Commonwealth undertook litigation 
to defend the insured’s title. The en- 
suing litigation took two years and 
resulted in a final judgment of fore- 
closure in favor of the prior mortgage 
holder. Commonwealth then pur- 
chased the prior mortgage and vol- 
untarily dismissed the foreclosure 
suit, clearing title for the insured. In 
the interim, the insured lost its pur- 
chasers for the property, suffering 
lost profits. The insured sued for the 
losses. The trial court granted a sum- 
mary judgment in favor of Common- 
wealth. 

Commonwealth had argued that 
because it brought litigation which 
ultimately terminated favorably to 
the insured (by purchasing the final 
judgment of foreclosure and then dis- 
missing the suit), it was entitled to 
be free of any liability to the insured 


The Massachusetts 
court held that if a 
title company brings 
litigation to cure a 
title defect, the curing 
must be done ina 
reasonable time in 
light of the insured’s 
circumstances. 


pursuant to §7(b) of the policy. The 
Second DCA, however, reversed the 
trial court and rejected Common- 
wealth’s argument. The court looked 
at §§7(a) and 7(b) and said that they 
were not in conflict and that the court 
must give effect to both paragraphs. 
The court further stated that had 
Commonwealth won the mortgage 
foreclosure litigation, it would agree 
that paragraph 7(b) of the policy 
would control and it would have af- 
firmed the summary judgment in fa- 
vor of Commonwealth, citing Syner- 
gism for the proposition. Paragraph 
7(b) provides that a claim does not 
arise or is not maintainable until 
there is a final judicial determina- 
tion adverse to the title. In this in- 
stance, however, the Second DCA said 
that Commonwealth had “gambled” 
on litigation and lost, finally clear- 
ing the title instead through a pur- 
chase. Consequently, §7(b) of the 
policy did not prevent recovery by the 
insured. 

Three years later, the South Caro- 
lina Court of Appeals adopted both 
Synergism and Commonwealth in the 
case of First Federal Savings Bank 
of Brunswick v. Stewart Title Guar- 
anty Company, 451 S.E.2d 916 (S.C. 
App. 1994). In the First Federal case 
an insured submitted a claim under 
a policy issued by Stewart Title which 
immediately commenced litigation to 
cure the title defect. Eventually, 
Stewart Title obtained a final judg- 
ment clearing title for the insured 
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over two years later. The insured 
brought suit against Stewart Title 
and won because the trial court held 
that Stewart Title had failed to cure 
the title defect in a timely fashion. 
The trial court awarded the insured 
(among other damages) damages for 
the depreciation in value of the prop- 
erty during the pendency of the liti- 
gation. The South Carolina Court of 
Appeals reversed the trial court, cit- 
ing Synergism and Cocoa Properties. 
The court examined the policy provi- 
sions of §§7(a) and 7(b) and found 
them clear and unambiguous and 
held that absent a finding adverse to 
the title, no claim arose or loss oc- 
curred for which Stewart Title could 
be held responsible under its policy. 
The court stated that it had not over- 
looked the trial court’s finding that 
Stewart Title did not timely act on 
the“claims” made by the insured, but 
held 


There were, then, no claims for Stewart 
Title to act upon once Stewart Title 
elected, pursuant to the limitations con- 
tained in paragraph 7(b) and 8(b) to liti- 
gate. Indeed, to hold otherwise would rob 
Stewart Title of its right to institute liti- 
gation to cure a defect in a title or lien 
and thus would convert each policy from 
one that indemnifies the insured’s state 
of title into one that guarantees it. There 
were also no losses for Stewart Title to 
indemnify because in both instances the 
litigation that Stewart Title chose to 
bring led to favorable results. 


First Federal, 451 S.E.2d at 921. 


Florida Position Rejected 

One year later, a Massachusetts 
federal court expressly rejected the 
holdings in Synergism and Cocoa 
Properties. In the case of Hatch v. 
First American Title Insurance Com- 
pany, 895 F. Supp. 10 (D. Mass. 1995), 
the insured homeowners had a house 
for sale when they discovered a title 
defect. Litigation was brought by 
First American which lasted for five 
years and ultimately cured the de- 
fect. The insureds sued the title com- 
pany claiming that they had lost 
$25,000 in interest and $136,000 in 
the value of their property during the 
lengthy litigation. 

The Massachusetts court looked at 
§§7(a) and 7(b) of the policy and said 
that taken together they are ambigu- 
ous, because it is unclear whether the 


| 
| 
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reasonableness standard (for the 
time in which the title company has 
to cure the defect by litigation) pro- 
mulgated in §7(a) applies in §7(b). 
The Massachusetts court stated that 
the Second DCA in Cocoa Properties 
reached “contradictory conclusions.” 
The Massachusetts court then ex- 
pressly rejected Synergism, Cocoa 
Properties, and First Federal Savings 
Bank of Brunswick. Instead, it held 
that if a title company brings litiga- 
tion to cure a title defect, the curing 
must be done in a reasonable time 
in light of the insured’s circum- 
stances. The court cited the Califor- 
nia case of Nebo, 12 Cal. App. 3d 222, 
98 Cal. Rptr. 237 (relied upon by the 
insured in Synergism) in support of 
its position. 

The next year a Maryland court of 
appeals also rejected the Synergism 
and Cocoa Properties holdings with- 
out mentioning them. In the case of 
Stewart Title Guaranty Company v. 
West, 676 A.2d 953 (Md. App. 1996), 
the insureds submitted a claim based 
on their discovery of a lack of access 
to their property and a mistake in the 
legal description. The factual sce- 
nario is different in that the title 
company denied coverage and re- 
fused to take any action to cure the 
problem. Nevertheless, the Maryland 
court promulgated an unusual inter- 
pretation of §§7(a) and 7(b) that is 
antithetical to the interpretation 
made by the Florida courts in Syner- 
gism and Cocoa Properties. The Mary- 
land court held that §§7(a) and 7(b) 
have to be applied in combination 
and implies that when taken to- 
gether they are ambiguous. Further- 
more, the court expressly rejected the 
exposition of Professor Burke which 
was cited favorably by both the Syn- 
ergism and Cocoa Properties cases. 
The Maryland court held that if the 
title company admits at the time of 
the submission of the claim by the 
insured that the known title defect 
is “adverse to the title” (using the 
language in §7(b) of the policy), then 
the title company does not have a 
right to bring litigation to final judg- 
ment because it is already known 
that the insured’s title is defective. 
The qualifying phrase “adverse to the 
title” according to the Maryland court 


indicates that §7(b) only applies 
when the “adverse” nature of the title 
defect is in dispute. The implication 
seems to be that the Maryland court 
would only allow §7(b) protection to 
the title company (in terms of free- 
dom from liability) in cases in which 
the title company and the insured 
agree that the defect is based on a 
meritless claim. 

Thus by 1996, the South Carolina 
court had lined up with Synergism 
and Cocoa Properties. The courts of 
Maryland and Massachusetts re- 
jected Synergism and Cocoa Proper- 
ties. The stage was now set for the 
Fifth DCA to review the issue. 


The Huntleigh Park Case 

In May 1993, Huntleigh Park, Inc., 
a local development company, pur- 
chased a parcel of real property in 
Osceola County, Florida. At closing, 
Huntleigh Park purchased an 
owner’s policy from Stewart Title 
Guaranty Company. In October 1994, 
Huntleigh Park entered into a con- 
tract for the sale of the property. Sub- 


sequently, the prospective purchaser 
discovered a set of covenants and re- 
strictions which encumbered the 
property and which were not listed 
as exceptions in the title policy. In 
November 1994, Huntleigh Park sub- 
mitted a claim to Stewart Title alert- 
ing Stewart Title to the encumbrance. 
In January 1995, Stewart Title sent 
Huntleigh Park a letter indicating 
that Stewart Title had chosen to ex- 
ercise its rights under the terms of 
the policy to bring a suit to remove 
the covenants and restrictions from 
the subject property. 

In the meantime, Huntleigh Park 
feared that it would lose its buyer, 
who was refusing to close on the pur- 
chase of the property with the cov- 
enants and restrictions thereon. Con- 
sequently, in February 1995, after 
having been informed that Stewart 
Title would bring a class action suit 
to remove the covenants and restric- 
tions, Huntleigh Park sold the prop- 
erty by reducing the sale price by 
$136,150. One month later, 
Huntleigh Park sent a letter to 
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Stewart Title demanding reimburse- 
ment of that amount. Stewart Title 
refused, stating that it was exercis- 
ing its rights under §4 of the policy 
to bring litigation and cure the title 
defect. Huntleigh Park filed suit 
against Stewart Title in June 1995, 
at which point the class action suit 
had not yet been filed. (It was filed 
in August 1995).* After Stewart Title 
filed its answer and affirmative de- 
fenses, Huntleigh Park noticed the 
case for trial. This resulted in the 
entry of a January 1996 order by the 
trial court setting the case for jury 
trial in May 1996. Stewart Title re- 
sponded with a motion for continu- 
ance, asking the judge to continue the 
trial until after its class action suit 
to remove the covenants and restric- 
tions was completed, based on the 
title company’s rights under §7 of the 
policy. In April the trial court granted 
the motion, ordering Stewart Title to 
inform the court within 10 days of the 
entry of a final judgment in the class 
action suit. In January 1997, the 
class action suit ended in a final sum- 
mary judgment removing the cov- 
enants and restrictions as an encum- 
brance upon the property. Huntleigh 
Park and Stewart Title each then 
filed motions for summary judgment. 
The trial court entered summary in 
favor of Stewart Title, based on Syn- 
ergism and Cocoa Properties. The in- 
sured appealed.® 


The Argument 

Before the Fifth DCA, Huntleigh 
Park argued basically three points: 

1) When read together, §§4, 7(a), 
and 7(b) of the title policy are am- 
biguous and contradictory; 

2) Stewart Title was not entitled 
to use §7(b) of the policy as a stand 
alone defense to damages; and 

3) Having waited nine months to 
actually file the class action suit to 
remove the covenants and restric- 
tions from the property, Stewart Title 
had not acted in the reasonably dili- 
gent manner required by the policy 
provisions allowing it to bring litiga- 
tion to cure the title defect. 

In furtherance of its position, 
Huntleigh Park adopted the position 
of the trial court in the Synergism 
case (citing Nebo) and asked the Fifth 


What if the title 
company, having 
acknowledged 
coverage and 
promised to remove 
the title defect by 
litigation, waits years 
to bring the suit? 


DCA to take a fresh look at the in- 
terpretation of §§7(a) and 7(b) pro- 
mulgated in Synergism and Cocoa 
Properties. Huntleigh Park argued 
that the Massachusetts court was 
correct in holding that it was simply 
unfair to expect an insured to stand 
by for several years while a title com- 
pany proceeded on its right to bring 
litigation to cure a title defect and 
expect the insured to shoulder any 
losses or consequential damages re- 
sulting to it in the meantime. More 
creatively, Huntleigh Park asked the 
court to reconcile the Synergism and 
Cocoa Properties holdings with its 
own requested position by interpret- 
ing them in light of the Maryland 
court’s theory in the West case. In that 
regard, Huntleigh Park argued that 
the reason the Fourth DCA held as 
it did in the Synergism case was the 
court recognized that the claim by the 
adjoining property owner to the 70- 
foot strip of the insured’s property 
was not a claim adverse to the title 
(presumably borne out by the even- 
tual entry of a final judgment in fa- 
vor of the insured in that case). 
Huntleigh Park argued that the de- 
cision of the Second DCA in the Co- 
coa Properties case was a result of the 
fact that the existence of the prior 
mortgage on the insured’s property 
was a title defect acknowledged by 
all parties to have been “adverse to 
the title.” Ergo, according to 
Huntleigh Park, the same logic could 
be applied to its own situation where 
the covenants and restrictions were 
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acknowledged to be a title defect ad- 
verse to the title of Huntleigh Park. 
Finally, Huntleigh Park argued that 
because §§4 and 7(a) of the policy 
required that any action by the title 
company as to the title defect be 
taken reasonably and diligently, a 
logical interpretation of §7(b) would 
have to infer the same reasonable- 
ness and diligence standard for any 
litigation brought on the part of the 
title company. 

Stewart Title relied upon the Syn- 
ergism, Cocoa Properties, and First 
Federal of South Carolina cases and 
argued that the West case was dis- 
tinguishable on its face because it 
involved a situation in which the title 
company wrongfully denied coverage 
and refused to take any action to cure 
the problem.® Stewart Title argued 
that the courts in Synergism and 
Cocoa Properties had made no com- 
ment whatsoever on the nature of the 
title defects involved in each case, but 
rather focused on the result of the 
litigation effort on the part of the title 
companies to cure them. 

In the appeal, Huntleigh Park was 
able to point to the recent case of 
Hodas v. First American Title Insur- 
ance Company, 696 A.2d 1095 (Me. 
1997), in which the Supreme Court 
of Maine adopted (without citations) 
the position of the Massachusetts 
court in Hatch and held that the title 
company was liable for consequential 
damages resulting to the insured 
from a title defect notwithstanding 
the title company’s having brought 
litigation successfully to cure the 
title. Huntleigh Park also argued 
that the trial court had committed 
reversible error in granting a sum- 
mary judgment to Stewart Title be- 
cause there was an issue of material 
fact to be determined: whether 
Stewart Title had brought the suit to 
remove the covenants and restric- 
tions diligently and within a reason- 
able time after the claim was filed. 

In rebuttal, Stewart Title argued 
that the Hodas case (like Hatch) rep- 
resents the position adopted by the 
trial court in the Synergism case but 
rejected across the board by the 
Fourth and Second district courts. 
With regard to the putative issue of 
fact raised by Huntleigh Park, 
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Stewart Title argued that its diligence 
in bringing the class action suit to re- 
move the covenants and restrictions 
was moot because Huntleigh Park 
chose to go forward with a closing with- 
out Stewart Title’s permission in Feb- 
ruary 1995 when its damages were 
established by the reduction in the 
purchase price offered to induce the 
buyer to close. With the damages es- 
tablished, it made no difference when 
the suit was filed. 

The Fifth DCA entered a per cu- 
riam affirmed in favor of Stewart 
Title on May 19, 1998. 


Conclusion 

The Fourth, Second, and now Fifth 
district courts of appeal in Florida have 
all agreed that a title insurance com- 
pany has no liability to its insured if it 
successfully concludes litigation which 
it brings to cure a title defect on the 
insured’s property. If the title company 
“gambles” on litigation, however, and 
loses, then the title company will be 
liable for damages resulting from the 
defect, including damages incurred by 
the insured during the litigation pe- 
riod. 

It also seems clear that the Florida 
courts are not going to apply a rea- 
sonableness and diligence standard 
in a §7(b) situation, at least involv- 
ing the length of a suit once it is filed. 
The question remains: What if the 
title company, having acknowledged 
coverage and promised to remove the 
title defect by litigation, waits years 
to bring the suit? It is hard to believe 
as a practical matter that this situa- 
tion could arise, but the issue is still 
unresolved by the Florida cases. In 
the Huntleigh Park case, the insured 
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(while admittedly between a rock and 
a hard place, facing a possible loss of 
its buyer) enervated its own argu- 
ment regarding the nine-month lapse 
between the submission of the claim 
and the filing of the suit to remove 
the covenants and restrictions by 
choosing to go forward to closing and 
reducing its purchase price without 
seeking the permission of Stewart 
Title. In the absence of this situation, 
however, if the title company gambles 
on litigation to cure its insured’s title 
defect and wins, it is not liable for 
damages to the insured arising from 
the defect. 0 


1 The policy is a contract of indemnity 
for damages, not a guaranty of the state 
of the title. See First Federal Savings & 
Loan v. Transamerica, 793 F. Supp. 265 
(D. Colo. 1992); Stewart Title Guaranty 
Company v. Cheatham, 764 S.W.2d 315 
(Tex. App. 1988). 

? The standard for damages is different. 
See CMEI v. American Title, 447 So. 2d 
427 (Fla. 5th D.C.A. 1984); National Title 
Insurance Co. v. Safeco Title Insurance 
Co., 661 So. 2d 1234 (Fla. 3d D.C.A. 1995). 

3 Professor D. Barlow Burke, Jr., wrote 
what is regarded as the original reference 
work on title insurance: Law on TITLE IN- 


SURANCE, 2d ed. (1993, 1997 Supplement). 
Both Synergism, 572 So. 2d 517, and Co- 
coa Properties, 590 So. 2d 980, cite §9.4.3 
thereof: “The claim only lies once a court 
speaks, and not before, and not if the 
court’s judgment is favorable.” 

4 The suit by Huntleigh Park was filed 
against Stewart Title in Orange County, 
where the insured’s local headquarters 
are located (Case No. CI-95-3647). The 
class action suit was brought in Osceola 
County, where the insured’s property was 
located (Case No. CI-95-0891). 

5 In the case, the Stewart Title policy 
had renumbered the policy provisions 
such that the standard ALTA form §§7(a) 
and 7(b) were 9(a) and 9(b) in the Stewart 
Title policy. The Fifth D.C.A. case num- 
ber is 97-02250. 

8 This was illustrated by the Maryland 
court’s citation of Endruschat v. American 
Title Insurance Company, 377 So. 2d 738 
(Fla. 4th D.C.A. 1979), wherein two den- 
tists constructing their office building dis- 
covered a restriction of record not listed as 
an exception in the title policy. They turned 
in a claim, but were rebuffed by the title 
company, which said they had suffered no 
damages. The dentists filed their own suc- 
cessful quiet title action, and then sued the 
title company for damages. Not surpris- 
ingly, they won. But the Endruschat case 
itself lent support to Synergism and Cocoa 
Properties, by pointing out that §7(a) of the 
policy does not even concern itself with liti- 
gation. Endruschat, 377 So. 2d at 742. 
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Business Law 


Business and Tax Planning with 


the Portfolio Interest Exemption 


enerally, the United States 

imposes a flat tax rate of 

30 percent on interest re- 

ceived from sources within 
the United States by a foreign payee, 
which is the obligation of the payor 
to withhold.! However, if the portfo- 
lio interest exemption applies, the 
flat tax rate of 30 percent generally 
will not apply.? Therefore, structur- 
ing a loan transaction to fit within 
the portfolio interest exemption has 
tax benefits for the American payor 
and the foreign payee. This article 
discusses the application of the port- 
folio interest exemption and the po- 
tential effects of any treaty between 
the U.S. and the pertinent foreign 
country when the portfolio interest 
exemption does not apply with re- 
spect to the interest received. It is 
important to note that the portfolio 
interest exemption does not extend 
to interest which is “effectively con- 
nected” with a U.S. trade or busi- 
ness.’ The interest from loans made 
by foreign banks in the ordinary 
course of a U.S. banking business 
will be “effectively connected” to that 
business, and, therefore, not portfo- 
lio interest. 

For purposes of this article, the 
term Code or I.R.C. refers to the In- 
ternal Revenue Code of 1986, as 
amended. The term limited liability 
company may be abbreviated and 
referred to as “LLC.” U.S. Depart- 
ment of Treasury Income Tax Regu- 
lations may be referred to as “Regu- 
lations.” The following example 
facts‘ illustrate the terminology and 
circumstances addressed in this ar- 
ticle. A Florida limited liability com- 
pany (the company) wishes to bor- 
row money (the loan) from a foreign 
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Country X corporation (the mirror 
lender), which loan essentially is a 
back-to-back loan because another 
foreign Country X corporation is the 
originating lender (the originating 
lender). The company has always 
filed its federal and state tax returns 
as a partnership, and, for purposes 
of U.S. and state tax law, is treated 
as a partnership. The loan will not 
be guaranteed. The interest on the 
loan will be set at a fixed rate and 
will not constitute“contingent inter- 
est.” Neither the originating lender 
nor the mirror lender is a member 
of the company directly or indirectly. 
The mirror lender and the originat- 
ing lender are not related entities. 
Neither the mirror lender nor the 
originating lender is a foreign bank. 


Portfolio Interest Exemption 

The Code provides an exemption 
from the flat tax rate (which gener- 
ally is imposed on U.S.-source inter- 


52 THE FLORIDA BAR JOURNAL/JANUARY 1999 


est at a 30 percent rate but may be 
reduced by a treaty) for “portfolio 
interest” received from U.S. sources 
by foreign taxpayers.°® 

Portfolio interest is any interest® 
which is: 

1) Paid on any promissory note or 
other obligation which is either 

a) Issued in registered form toa 
foreign taxpayer, or 

b) Part of an issue which is not 
in registered form and which is sold 
only to foreign persons with inter- 
est payable only outside the U.S. and 
possessions:and bearing on its face 
a statement that any U.S. person 
holding the obligation is subject to 
certain limitations, and 

2) Not received by a 10 percent 
member of the payor.’ 

Even though there are two types 
of qualifying obligations ((a) and (b) 
above), in most instances this author 
believes it is preferable to utilize the 
broader class of debt, i.e., registered 
form, and, therefore, the analysis 
herein is restricted to registered ob- 
ligations.*® 

An obligation is in registered 
form® only if: 

1) The obligation is registered as 
to both principal and any stated in- 
terest and any transfer of the obli- 
gation may be accomplished only 
through the surrender of the old in- 
strument and the reissuance by the 
issuer of the old instrument to the 
new holder or the issuance of a new 
instrument to the new holder by the 
issuer; or 

2)The right to the principal of, and 
stated interest on, the obligation 
may be transferred only through a 
book-entry system; or 

3) The obligation is registered as 


7 
a H 
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to both principal and any stated in- 
terest with the issuer (or its agent) 
and may be transferred through both 
of the methods described in para- 
graphs 1 and 2." 

Foreign Ownership. Foreign benefi- 
cial ownership of an obligation" (i.e., 
the loan) is the primary requirement 
for exempt portfolio interest. Exempt 
portfolio interest can be paid on the 
loan only if the loan is beneficially 
owned by foreign persons.” 

Interest paid on a registered obli- 
gation qualifies as portfolio interest 
only if the U.S. withholding agent 
(e.g., the company) receives a state- 
ment,'° made under penalties of per- 
jury by the beneficial owner, certify- 
ing that the beneficial owner is not a 
U.S. person and documenting the 
owner’s name and address.'* The 
statement may be made on Form W- 
8 or on a substantially similar sub- 
stitute form.’ There are time frames 
within which the Form W-8 or sub- 
stitute form must be received. '® 


Exceptions to Portfolio 
Interest Exemption 

There are several exceptions to the 
portfolio interest exemption. If one 
of these exceptions applies, then the 
portfolio interest exemption does not 
apply and interest received by the 
foreign lender (e.g., mirror lender) 
will be subject to U.S. tax under ei- 
ther the Code or a treaty. The excep- 
tions are: 1) interest received by a 10 
percent shareholder, partner, or mem- 
ber!’; 2) interest received by foreign 
banks!*; 3) pre-1984 obligations’; 4) 
interest received by a controlled for- 
eign corporation from a related per- 
son”°; 5) interest paid within certain 
countries with an inadequate exchange 
of information with the U.S.”!; and 6) 
contingent interest.” 

10 Percent Members. Exempt port- 
folio interest does not include inter- 
est received by a 10 percent share- 
holder of the company.” The 10 
percent rule applies to shareholders 
and to holders of partnership and LLC 
member interests.”* As noted above, 
the attribution rules of I.R.C. §318 ap- 
ply such that indirect ownership can 
cause the portfolio interest exemption 
not to apply.”* Thus, any indirect ties 
to other parties to the transaction may 


result in the imposition of U.S. tax on 
the interest in question. 

Foreign Banks. Exempt portfolio 
interest also does not include inter- 
est received by any foreign bank on 
an extension of credit made pursu- 
ant to a loan agreement entered into 
in the ordinary course of its trade or 
business.” Further, as discussed 
above,” if loans to US. persons are 
made by foreign banks in the ordi- 
nary course of a U.S. banking busi- 
ness, the interest from those loans 
will be “effectively connected” to that 
business, and, therefore, will fall out- 
side the definition of portfolio inter- 
est and will be subject to U.S. tax at 
full graduated rates. “Back-to-back 
loans,” such as in our example, may 
be viewed as “conduit” financing. 
Prior to 1993, it may have been pos- 
sible for a foreign bank to qualify its 
loans into the US. for the portfolio 
interest exemption by structuring its 
loans into the U.S. as back-to-back 
loans. The bank’s loan would first 
pass through a foreign person (such 


as a finance company) which quali- 
fied to receive exempt portfolio inter- 
est, and the finance company would 
then make the loan into the US. 
(thus, the finance company was a con- 
duit or mirror lender).?® However, 
I.R.C. §7701(1) and the resulting anti- 
conduit Regulations specifically pro- 
vide for the imposition of a withhold- 
ing obligation” on the ultimate US. 
borrower involved in a “financing 
arrangement” that is a conduit fi- 
nancing arrangement*! when the ul- 
timate U.S. borrower knows or has 
reason to know that it is a conduit 
financing arrangement.” A finance 
intermediary created to hold just one 
such loan could be attacked by the 
IRS as a conduit through which the 
foreign bank made the loan. More 
numerous loans by an intermediary, 
particularly with different lenders 
and different borrowers, may in- 
crease the chances of defeating an 
IRS challenge. However, an interme- 
diary with a loan portfolio may itself 
be considered a foreign bank, and as 
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such precluded from using the port- 
folio interest exemption. Further, the 
mirror loan should not be entered 
into such that one obligation secures 
its mirror obligation; otherwise, if a 
foreign bank is a party, there is 
clearly a prohibited back-to-back 
debt and a conduit financing trans- 
action, and the US. borrower would 
be liable for its failure to withhold 
US. tax on the interest payments to 
its lender. 

Pre-1984 Obligations. The portfolio 
interest exemption applies to interest 
received after July 18, 1984, on obliga- 
tions issued after July 18, 1984.** 

Controlled Foreign Corporation. 
There are additional rules that ap- 
ply when portfolio interest is re- 
ceived by controlled foreign corpo- 
rations (e.g.,-foreign corporations 
owned or controlled by U.S. per- 
sons), and, therefore, the adviser 
must be sure, with regard to the 
originating lender and the mirror 
lender or any other party to the 
transaction, that this is not the 
case. The discussion of these con- 
trolled foreign corporation portfolio 
interest exemption rules are be- 
yond the scope of this article.** 

Countries with Inadequate Ex- 
change of Information. U.S.-source 
interest paid to a resident of a for- 
eign country may not be exempt from 
US. tax if the exchange of information 
between that country and the US. is 
deemed inadequate.* Country X, in 
our example, is not one of these coun- 
tries. However, pursuant to concepts 
similar to the “fiscally transparent” 
entity concept discussed below,* it is 
important for the tax advisor to know 
as much as possible about 1) the type 
of entity of each of originating lender 
and mirror lender; and 2) the owners 
of each such entity in order to deter- 
mine if the portfolio interest exemp- 
tion will apply. 

Contingent Interest. Contingent in- 
terest is excluded from the portfolio 
interest exemption.*’ Contingent inter- 
est is interest the amount of which is 
determined by reference to: 1) sales, 
receipts, or other cash flow of the debtor 
or any related party; 2) any income or 
profits of the debtor or any related 
party; 3) any change in the value of the 
property of the debtor or any related 


U.S.-source interest 
paid to a resident of a 
foreign country may 
not be exempt from 
U.S. tax if the 
exchange of 
information between 
that country and the 
U.S. is deemed 
inadequate. 


party; and 4) any dividend, partnership 
distribution, or similar payment made 
by the debtor or a related person.* 


Other Considerations 

Earnings Stripping. As a further 
concern, under I.R.C. §163(j), an in- 
terest deduction may not be available 
to the company if the corresponding 
interest income is received by a re- 
lated person or an unrelated person 
if the indebtedness is guaranteed by 
a related person and is not subject to 
the full 30 percent U.S. withholding 
tax. The earnings stripping rules of 
I.R.C. §163(j) were enacted to limit 
the interest deduction of the payor 
when certain recipients would not be 
subject to U.S. tax on the correspond- 
ing interest income (e.g., interest is 
exempt under treaty). Thus, I.R.C. 
§163(j) disallows an interest deduc- 
tion to a U.S. corporation, or to a for- 
eign corporation with US. effectively 
connected income, for interest paid 
to a related person (or for interest 
paid to an unrelated person if the 
indebtedness is guaranteed by a re- 
lated person or corporation) if the 
recipient is exempt from U.S. tax or 
pays a reduced rate of U.S. tax under 
a treaty on such income. Accordingly, 
the advisor should obtain adequate 
representations that no party is re- 
lated and that no prohibited guar- 
anty will be executed. 
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Effects of a Treaty 

If the portfolio interest exemption 
does not apply, the U.S. tax and re- 
quired withholding on interest paid by 
a US. obligor (e.g., the company) to a 
foreign Country X resident payee (e.g., 
the mirror lender) may be reduced by 
the terms of an applicable treaty from 
30 percent. These benefits do not gen- 
erally apply to interest attributable to 
a permanent establishment that the 
payee has in the US.® 

Many types of treaties with the 
U.S. exist and the provisions of each 
treaty are unique to that treaty. For 
that reason and for purposes of brev- 
ity, this article does not discuss spe- 
cific treaty provisions. Similarly, this 
article does not discuss the proce- 
dures necessary to obtain reduction 
in tax rate under a treaty, except to 
advise that if the portfolio interest 
exemption does not apply but re- 
duced rate withholding under a 
treaty is available, the foreign recipi- 
ent of interest (mirror lender) must 
file Form 1001, Ownership Exemp- 
tion or Reduced Rate Certificate, 
with the withholding agent (e.g., the 
company).* Further, under Tempo- 
rary Regulations §1.894-1T(d), treaty 
benefits (such as a reduced tax rate) 
apply to interest received by US. or 
treaty country entities only if the in- 
terest received is treated as derived 
by a treaty resident who is the ben- 
eficial owner of the receipt. Two ba- 
sic principles apply.*! First, residence 
is determined under the treaty 
country’s law.*? Second, beneficial 
ownership is determined under the 
source country’s law.‘ “Fiscally 
transparent” entities under treaty 
country law (a partnership or LLC 
treated as a partnership in the U.S. 
would be fiscally transparent be- 
cause of its pass-through nature) are 
not resident of a treaty country be- 
cause they are not subject to tax in 
that country.** The withholding agent 
must “look through” to the actual re- 
cipient. “Nonfiscally transparent” 
entities (for example, corporations in 
the U.S.) are resident in a treaty 
country if they are subject to tax in 
that country.* The “fiscally transpar- 
ent” concepts of the Temporary Regu- 
lations can be very similar to the pro- 
visions of a treaty.** Thus, for the tax 
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advisor’s purposes, it is important to 
ascertain exactly what type of enti- 
ties the originating lender and mir- 
ror lender are; if either the originat- 
ing lender or the mirror lender is 
fiscally transparent, it is important 
to ascertain the type of person or en- 
tity and the country of residence of 
the owners thereof. 


Conclusion 

The portfolio interest exemption 
and its exceptions create a complex 
set of rules for U.S. borrowers and 
foreign lenders. When the complexi- 
ties of the portfolio interest exemp- 
tion and its exceptions are coupled 
with the earnings stripping rules 
and, if applicable, treaty provisions, 
an even more intricate puzzle pre- 
sents itself. This article, by example, 
walks the adviser through the maze 
created by the portfolio interest ex- 
emption, its exceptions, and related 
concepts. The company should be able 
to borrow money from the mirror 
lender without withholding on the 
interest payments made to the mir- 
ror lender, and the company should 
be able to deduct the interest pay- 
ments to the mirror lender because 
of the specific facts presented; how- 
ever, it should be clear that if certain 
of the facts were to change, then the 
analysis in this article could change 
drastically. The facts that the loan 
will not be guaranteed; that the in- 
terest on the loan will be set at a fixed 
rate and will not constitute contin- 
gent interest; that neither the origi- 
nating lender nor the mirror lender 
is a member of the company directly 
or indirectly; that the mirror lender 


and the originating lender are not re- 
lated entities; and that neither the 
mirror lender nor the originating 
lender is a foreign bank are each 
critical facts. O 


1 1.R.C. §871(a)(1) (nonresident alien in- 
dividual) (CCH) (1986) as amended (the 
Code) and I.R.C. §881(a)(1) (foreign cor- 
poration); see also I.R.C. §§1441(a) and 
1441(b) which similarly impose a with- 
holding requirement on the payor and its 
agent(s). 

2 L.R.C. §§871(h) (nonresident alien indi- 
viduals) and 881(c) (foreign corporations). 

3 L.R.C. §§871(a) and 881(a). 

4 The analysis herein may change if any 
one of these facts were to change. 

5 I.R.C. §§871(h) (nonresident alien in- 
dividuals) and 881(c) (foreign corpora- 
tions); J. KuNTz AND R. Peront, U.S. INTER- 
NATIONAL TAXATION (1996) (hereinafter 
Kuntz) 918.4, at 18:5. 

§ Interest for this purpose includes 
original issue discount. I.R.C. §§871(h)(2) 
and 881(c)(2). 

7 LR.C. §871(hX2); see also I.R.C. §881(cX2). 

8 The reader should, however, keep in 
mind that an unregistered or bearer-type 
obligation may also be tax-advantaged 
with respect to the portfolio interest ex- 
emption. 

°1.R.C. §§871(h)(7) and 881(c)(7) both 
refer to I.R.C. §163(f) in order to provide 
a meaning to “registered form.” I.R.C. 
§163(f) provides no definition to the ter- 
minology, but §163(f) provides the start- 
ing point of an analysis which leads to 
the definition in the text. See Temp. Treas. 
Reg. §5f.163-1(c)(1) (as amended in 1984); 
see also Temp. Treas. Reg. §5f.163-1(b) (as 
amended in 1984). 

10 Td.; see also Anderson and Krebs, U.S. 
Income Tax Withholding-Foreign Persons, 
Tax Mont. (BNA) 915, at A-18 (hereinaf- 
ter, 915 T.M.). 

11 “Obligation” is not defined by the 
Code. 

2 Kuntz, supra note 5, 718.8, at 18:13. 

13 T.R.C. §§871(h)(2) and 881(c)(2); see also 
915 T.M., supra note 10, at A-17 and A-18. 
The statement may be made by the benefi- 


cial owner of the obligations or by certain 
entities. I.R.C. §871(h)(5). In the case of an 
individual beneficial owner, the statement 
must certify that the beneficial owner is 
not a citizen or resident of the United 
States. Temp. Treas. Reg. §35a.9999-5(b), 
Q&A 9 (as amended in 1993). Caution is 
advised because Temp. Treas. Reg. 
§35a.9999-5(b) was removed by T.D. 8734, 
62 Fed. Reg. 53387, 1997-44 I.R.B. 5, 1997- 
2 Adv. Sh. Ed. C.B. 123 (T.D. 8734), effec- 
tive January 1, 1999; however, Notice 98- 
16, 1998-1 Adv. Sh. Ed. C.B. 322 (Notice 
98-16), “provides new transition rules for 
satisfying the withholding certificate or 
statement under the withholding regula- 
tions.” Id. Notice 98-16 generally extends 
the applicability of the final regulations to 
payments made after December 31, 1999, 
and provides that “a withholding agent 
holding a valid existing certificate or state- 
ment on December 31, 1998, may treat that 
statement as valid through December 31, 
1999.” Id. at 322-23. 

1 Temp. Treas. Reg. §35a.9999-5(b), 
Q&A 9 (as amended in 1993); see supra 
note 13. 

16 See Treas. Reg. §1.6049-5(b)(2)(iv) (as 
amended in 1996); Treas. Reg. §1.6049-5(b) 
was further amended by T.D. 8734; how- 
ever, Notice 98-16 generally extends the 
applicability of the final regulations to pay- 
ments made after December 31, 1999. 

17 T.R.C. §871(h)\(3). The attribution rules 
of I.R.C. §318(a) apply as adjusted by I.R.C. 
§871(h)(3). I.R.C. §871(h(3)(C). A partner- 
ship which issues an obligation is similarly 
treated under I.R.C. §871(h)(3)(B)(ii). See 
also I.R.C. §881(cX3). 

18 T.R.C. §881(c)(3)(A). An exception to 
the exception exists with respect to in- 
terest paid on obligations of the U.S. gov- 
ernment. Id. 

12 See Amendments to I.R.C. §§871(h) 
and 881(c), specifically, Pub. L. No. 98-369, 
§127(a)(1), and Pub. L. No. 98-369, 
§127(b)(1), respectively. 

20 T.R.C. §881(c)(3)(C). 

21 T.R.C. §§871(h)(6) and 881(c)(6). 

22 T.R.C. §§871(h)(4) and 881(c)(4); see 
also Notice 94-39, 1994-1 C.B. 350. 

23 See supra note 17 and accompanying 
text. 
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6 See supra note 18 and accompanying 
text. 

27 See supra note 3 and accompanying 
text. 

28 See, generally, discussion in 915 T.M., 
supra note 10, at A-23 to A-24; see also 
Kuntz, supra note 5, 118.15, at 18:27. 

9 See Treas. Reg. §1.1441-3(j) and 
§1.1441-7(d)(2)(i) (each as amended in 
1995). Caution is advised because Treas. 
Reg. §1.1441-3 and § 1.1441-7 were 
amended by T.D. 8734, however, Notice 
98-16, supra note 13, generally extends 
the date of applicability of the final regu- 
lations to payments made after Decem- 
ber 31, 1999. 

30 See Treas. Reg. §1.881-3(a)(2)(i) (1995) 
for definition. 

31 See Treas. Reg. §1.1441-3(j) (as 
amended in 1995) (supra note 29) and 
Treas. Reg. §1.881-3(a)(2)(iv) (as amended 
in 1995). 

% See Treas. Reg. $§1.1441-3(j) and 
1.1441-7(d)(2)(i) (as amended in 1995) 
(supra note 29). 

33 See Amendments to I.R.C. §§871(h) 
and 881(c), specifically, Pub. L. No. 98-369, 
§127(a)(1), and Pub. L. No. 98-369, 
§127(b)(1), respectively. 

34 See, generally, I.R.C. §881(c)(3)(C); see 
also 915 T.M., supra note 10, at A-20 and 
A-21 

35 T.R.C. §§871(h)(6) and 881(c)(6). 

36 See infra 46 below and accompanying 
text. 

37 T.R.C. §§ 871(h)(4) and 881(c)(4). 


39 See, e.g., U.S.-Egypt Income Treaty, I 
Tax Treaties (Warren, Gorham & 
Lamont) (hereinafter, Tax Treaties) ] 
34,000 et seq. 

40 Treas. Reg. §1.1441-6(b) and (c) (as 
amended in 1992); caution is advised be- 
cause Treas. Reg. §1.1441-6 was amended 
by T.D. 8734; however, Notice 98-16, su- 
pra note 13, generally extends the appli- 
cability of the final regulations to pay- 
ments made after December 31, 1999. 

41 Treas. Reg. §1.894-1T(d) (as amended 
in 1997). 

Id. 

43 Jd. 

“ Id. 

“Td. 

46 Id. See, e.g., Tax Treaties 134,103, at 
34,103 (Fiscal Residence, Article 3 of the 
U.S.-Egypt Income Tax Treaty). 
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Distinguishing Legitimacy from Paternity 
Has Legitimacy Become a Label 
Without Substance Under Florida Law? 


by Judge R. Thomas Corbin and Rana Holz 


ecent Florida decisions 

indicate that paternity is 

now considered a distinct 

concept from legitimacy.' 
Careful attention to the definitions of 
the words “legitimacy” and “paternity” 
is necessary because they are used 
loosely in the reported decisions. Some 
courts refer to a “presumption of pa- 
ternity,” or a“presumption [of] . . . lin- 
eal descendan[cy]”’ as well as a “pre- 
sumption of legitimacy.”* Before the 
recent opinion of Daniel v. Daniel, 695 
So. 2d 1253 (Fla. 1997), a child born 
during a marriage was presumed to 
be legitimate and the Florida Supreme 
Court had declared this was “one of 
the strongest rebuttable presumptions 
known to the law.” However, after 
Daniel, the presumption has become 
a label given to any child born during 
a lawful marriage, regardless of his or 
her paternity. Now “paternity” means 
the status of being the natural or bio- 
logical father of a child and “legiti- 
macy” means the status of a child born 
or conceived during a lawful mar- 
riage—whether or not the child re- 
ceived half of his or her genes from 
the husband.° The term “legal father,” 
on the other hand, is the man the law 
identifies as the father—whether or 
not he is the biological father.’ 

In Daniel, the Supreme Court of 
Florida held that a child’s legitimacy 
is a separate and distinct issue from 
his or her paternity. Even recently, 
courts have used the terms “legiti- 
mate” and “paternity” interchange- 
ably® and have assumed that a child 
who does not have the husband’s 
genes is illegitimate. In Daniel, the 
Supreme Court held a child is legiti- 
mate if born during a valid marriage, 
even if the husband is not the child’s 


This article discusses 
the legitimacy of 
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biological father. The Daniel court 
held that paternity is purely a ques- 
tion of “natural lineage” and “pater- 
nity is not contested here” because 
“the parties have stipulated that 
Michael Daniel is not Ciara’s natu- 
ral father, and Mr. Daniel is not as- 
serting any rights he might have had 
as Ciara’s ‘legal father.””® Further- 
more, because Mr. Daniel was not the 
child’s biological father, the court 
applied the “well settled rule” that 
“a person has no legal duty to pro- 
vide support for a minor child who 
is neither his natural nor his 
adopted child and for whose care and 
support he has not contracted.” 

It appears a child’s legitimacy, like 
the emperor’s new clothes, is invis- 
ible, a form without substance that 
cannot prevent the exposure of the 
underlying truth; that is, the pater- 
nity of the child. It also appears that 


legitimacy carries with it no mate- 
rial benefit in that the court held 
Ciara was not entitled to support 
from the former husband, even if she 
is his legitimate child. 

Just how invisible and empty the 
status of legitimacy has become is 
illustrated by recent cases citing 
Daniel. In Gantt v. Gantt, 23 Fla. L. 
Weekly D2031 (Fla. 4th DCA 1998), 
during the pendency of a dissolution 
action, the husband asked for blood 
tests on the six children born dur- 
ing the marriage. The husband 
sought to avoid paying child support 
for the children who were not his 
biological children. The trial court 
followed the procedure set forth in 
Department of Health and Rehabili- 
tative Services v. Privette, 617 So. 2d 
305 (Fla. 1993), and appointed a 
guardian ad litem to determine the 
best interests of the children before 
ordering a genetic test. After the 
guardian had rendered a report, the 
trial court held a hearing and denied 
the husband’s request. The appellate 
court reversed and ordered blood 
tests on all six children, ruling that 
Privette did not apply because Daniel 
limits the application of Privette to 
cases in which a “legal father” seeks 
to maintain his parental rights." 
The appellate court also held that all 
of the children are legitimate chil- 
dren, because they were born during 
a lawful marriage, but they are not 
entitled to support from the husband 
if their paternity is not established 
by a genetic test. Privette’s broad lan- 
guage directing trial courts to pro- 
tect the “best interests of the child” 
against an “impugning” of their le- 
gitimacy by a genetic test which 
would prove paternity was brushed 


THE FLORIDA BAR JOURNAL/JANUARY 1999 57 


2 


aside because the “legal father” was 
not trying to preserve his parental 
rights. After Daniel, if the legal fa- 
ther asks for a genetic test, Privette 
does not prevent the request when 
the legal father is challenging his 
status as father. 

In DeRico v. DeRico, 23 Fla. L. 

Weekly D1732 (Fla. 5th DCA 1998), 
the presumption of legitimacy and 
Privette’s requirement that trial 
courts must protect a child’s pre- 
sumed legitimacy by appointing a 
guardian again did not prevent a 
determination of biological paternity. 
In DeRico, after the couple was di- 
vorced, genetic testing was conducted 
on the three children born during the 
marriage—apparently outside of le- 
gal proceedings. The results revealed 
that two of the three children born 
during the marriage were not the 
former husband’s biological children. 
The former husband then filed a post- 
judgment petition asking to be re- 
lieved of his support obligation for 
those two children. The trial court, 
citing Privette, denied the former 
husband’s petition, finding it was in 
children’s best interest to “remain 
legitimate,” thus assuming where 
there is no paternity there is no le- 
gitimacy. The appellate court re- 
versed, however, noting the trial 
court did not have the benefit of 
Daniel. Following Daniel the appel- 
late court separated legitimacy and 
paternity into two distinct issues 
noting: 
[TJhere is no issue as to paternity, DeRico 
is not claiming any rights as “legal father” 
of the two children, and, as in Daniel, the 
children’s status as legitimate is not sub- 
ject to dispute. Accordingly, Privette does 
not govern this case; Daniel does. There 
is no need for the appointment of a guard- 
ian ad litem as DeRico has no legal duty 
to provide support for children he neither 
biologically fathered, adopted, nor con- 
tracted to care for. 

The dissent in DeRico challenged 
the majority’s disregard of the doc- 
trine of res judicata. A determination 
of paternity cannot be changed with- 
out a finding of fraud once a final 
judgment of paternity or dissolution 
has been entered.'? The dissent 
pointed out the trial court deter- 
mined the wife had not committed 
fraud because the trial court found 
the wife believed the children were 


What does “out of 
wedlock” mean? Is a 
child born during a 
marriage who is not 
fathered by the 
husband born 
“in wedlock”? 


the husband’s until “she learned the 
DNA results.” 


Is Privette Still Valid? 
Privette’s directives to protect a 
child’s legitimacy are not entirely 
defunct. In another recent decision, 
Privette was invoked to prevent the 
determination of paternity through 
genetic testing. In Contino v. Estate 
of Contino, 23 Fla. L. Weekly D1870 
(Fla. 3d DCA 1998), the children of a 
deceased father questioned whether 
the youngest son, now age 32, had the 
father’s genes. They claimed that if 
he did not, he was not an heir and, 
therefore, not entitled to an intestate 
share. During their parents’ divorce 
almost 20 years before the father 
died, the mother told their father that 
the youngest son, Daniel, was not the 
father’s biological child. The parents 
also signed a separation agreement 
which provided “the Wife waives sup- 
port moneys from the Husband for 
the care and maintenance of the mi- 
nor child Daniel for the reason that 
the Husband is not the natural fa- 
ther of said minor child, Daniel.” 
However, the evidence never estab- 
lished that the deceased ever said he 
did not believe Daniel was his son, 
and Daniel testified he believed the 
deceased was his father. The trial 
court determined that Daniel was an 
heir and denied the other children’s 
motion for a blood test. The appel- 
late court affirmed, citing Privette, 
and declared that in “the instant 
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case, Daniel’s best interests cannot 
be served by being declared illegiti- 
mate regardless of his age.” Again, 
this court, like so many other courts 
and like the Contino siblings, as- 
sumed that illegitimacy follows from 
a finding of no paternity and that a 
child who is not engendered by the 
deceased father is not an heir or a 
lineal descendant. 

The Contino court further stated 
that FS. §742.12(1) (1997), which al- 
lows a court on its own motion to or- 
der a genetic test “in any proceeding 
to establish paternity,” is limited by 
§742.10 to cases in which a child is 
“born out of wedlock,” and the court 
said Daniel was born during a mar- 
riage so the “presumption of pater- 
nity’ (sic)... has not been overcome 
and scientific testing is not available 
by statute to determine paternity.” 
This, of course, begs the question: 
What does “out of wedlock” mean? Is 
a child born during a marriage who 
is not fathered by the husband born 
“in wedlock”? A cuckold, perhaps, 
might believe such a child is born 
“out of wedlock.” Daniel says such a 
child is legitimate but that his or her 
paternity is another question. Nev- 
ertheless, the majority in Contino in- 
dicates that legitimacy follows from 
paternity; there is a “presumption of 
paternity,” and this presumption can- 
not be challenged by evidence to the 
contrary, that is, a genetic test, with- 
out complying with the requirements 
of Privette, even though the legal fa- 
ther, Mr. Contino, is deceased, the 
child is 32 years old, and, further, that 
§742.10 does not permit a court to 
order a genetic test for a child born 
during a marriage. 

The dissent in Contino cited Daniel 
and indicated the “presumption that 
Daniel is a lineal descendant (sic) is 
a rebuttable one.” The dissent also 
pointed out that because the pre- 
sumption is rebuttable, the case 
should be decided by the most reli- 
able evidence available, that is, ge- 
netic testing. The dissent also argued 
the protections required by Privette 
to preserve a child’s best interests did 
not apply to a 32-year-old child of a 
deceased legal father. 

Apparently the dissenting judge in 
Contino, like many other judges, as- 
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sumed a child who does not have any 
genes from the husband is not a le- 
gitimate child and is not an heir ora 
lineal descendant. In contrast, Daniel 
considers paternity a separate ques- 
tion from legitimacy and denotes any 
child born in a lawful marriage as 
legitimate. However, what neither 
Daniel nor Contino answer is 
whether a legitimate child, as defined 
by Daniel, is a lineal descendant or 
heir even if he or she was not engen- 
dered by the husband or whether 
paternity alone determines lineal 
descendancy and the right to inherit. 

One point that is clear after Daniel 
is that the appointment of a guard- 
ian to protect a child’s interests be- 
fore ordering a genetic test, as re- 
quired by Privette, applies only in 
cases in which the legal father does 
not want a genetic testing con- 
ducted.'? Perhaps the unspoken ra- 
tionale of the majority in Contino is 
that because the deceased legal fa- 
ther never renounced his youngest 
son during his lifetime, Privette has 
to be followed. Factually in Privette, 
the Department of Health and Reha- 
bilitative Services filed suit for pa- 
ternity and child support against a 
man identified by the mother as the 
father of her child. The respondent 
denied he was the father and raised 
as a defense the fact that the mother 
was married to another man when 
the child was born. The Supreme 
Court ruled that in a case in which 


the rights of the “legal father,” that 
is, the husband who was not a party 
to the suit, will be affected by a blood 
test, therefore, a guardian ad litem 
must be appointed to represent the 
child and the court must weigh the 
best interests of the child as well as 
the parental rights of the legal father 
before a genetic test can be ordered. 

The policy behind the Privette de- 
cision is consistent with decisions 
that hold that determination of a 
child’s legal father is not simply a 
question of genetics. If there is a ben- 
eficial relationship between a legal 
father and a child that should be pre- 
served, a quest for biological cer- 
tainty should be denied if the blood 
test will interfere with that relation- 
ship. The celebrated case of Mays v. 
Twigg, 543 So. 2d 241 (Fla. 2d DCA 
1989), in which two girls were 
switched at birth and the court left 
teenaged Kimberly Mays in the cus- 
tody of the man who raised her, is 
entirely consistent with this policy, 
as are cases of estoppel against a 
mother or a father to deny the legal 
father’s status.'* Likewise, the two 
recent decisions of .A. v. H.H., 23 Fla. 
L. Weekly D1063 (Fla. 2d DCA 1998), 
and G.FC. v. S.G., 686 So. 2d 1382 
(Fla. 5th DCA 1997), holding that a 
man claiming to be the biological fa- 
ther of a child born to a woman who 
is married to another man has no 
cause of action for paternity and no 
paternal rights, are also consistent 


with the policy behind Privette. An 
outsider to a marriage should not be 
allowed to disturb the family with a 
paternity claim against one of the 
children.'® 


Status of Legal Fatherhood 

Legal fatherhood is more than bi- 
ology and a husband can protect his 
status as a legal father—if he so de- 
sires. However, Daniel allows a hus- 
band to challenge that status if he 
wants to avoid an obligation for child 
support. The consideration formerly 
required by Privette of the best in- 
terests of the child to remain legiti- 
mate and to prevent a genetic test 
that might “impugn” a child’s legiti- 
macy has been eliminated by Daniel’s 
declaration that any child born dur- 
ing a lawful marriage is legitimate. 
A threshold question that remains is 
whether the husband has any inten- 
tion of seeking a genetic test, now or 
in the future, thus indicating he does 
not want to preserve the parent-child 
relationship. 

Other questions also remain unan- 
swered after Daniel. Under Florida 
law, marriage is not the only way a 
man acquires the status of a legal 
father. Many men have attained this 
status by being served with a com- 
plaint alleging paternity and allow- 
ing a default and a final judgment to 
be entered against them. With re- 
markable frequency, trial courts or- 
der post-judgment genetic tests for 
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primarily at members of the bar or 
at the general public. 

It is often most effective if the lo- 
cal bar takes it upon itself to respond 
to perceived unjust or unwarranted 
criticism of the local judiciary, 
judges or judicial decisions. I would 
urge that all local bar associations 
have standing policies and proce- 
dures in place, as The Florida Bar 
does, to help them evaluate situa- 
tions, determine whether a response 


should be made, and discern the na- 
ture of such a response and method 
for responding. 

As lawyers, we all know how to 
apply the law and procedures to a 
factual situation. In cases of judicial 
criticism, our lawyerly minds will 
guide us in determining when and 
how to respond to such criticisms. I 
see threats to the independence of 
the judiciary through political intru- 
sion into a process that should be 
above politics as much as humanly 
possible. There are certain political 
groups which attempt to place ideol- 
ogy over principles of law and the 


Constitution. 

As a profession we must preempt 
and diffuse the insidious and perni- 
cious effects of such judicial criticism 
through public education. We must 
familiarize the public with such fun- 
damental concepts as the rule of law, 
the organization and responsibili- 
ties of the judicial system and the 
role of the lawyer in society. 


Howarp C. Coker 
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these procedural fathers, and with 
remarkable frequency the appellate 
courts reverse, citing the doctrine of 
res judicata.'* After Daniel’s declara- 
tion that a man has no obligation to 
support a child that is not his bio- 
logical child, are these legal fathers 
entitled to a post-judgment genetic 
test? Are husbands the only legal fa- 
thers who can challenge their status? 
While it is not clear whether the ge- 
netic testing in DeRico was done with 
court approval, the evidence was con- 
sidered by the court in a post-judg- 
ment action, and the court set aside 
not only the children’s support, but 
also the father’s parental rights. If 
men declared to be fathers by default 
judgments in paternity actions are 
not also entitled to post-judgment 
blood tests, is this a denial of equal 
protection? 

What about fathers by estoppel? Is 
it fair to allow a legal father to evade 
his support obligation or a mother to 
deprive a legal father and a child of 
a long standing, beneficial relation- 
ship? Daniel’s rule that a man does 
not have to support a child he did not 
engender, adopt, or contract to sup- 
port does not state an exception for 
fatherhood by estoppel—yet this is a 
principle of long standing that has 
been applied against both the mother 
and the legal father.'”? The Supreme 
Court in Daniel did say “the courts 
must be ever vigilant to protect our 
children” which suggests that father- 
hood by estoppel is still a defense to 
a request for a genetic test. 


A Unique Legal Status 

The most significant issue after 
Daniel is discerning the conse- 
quences of this new legal status 
where a child who is not a husband’s 
biological child nevertheless is his 
legitimate child. Such a husband has 
no obligation to support this child, 
but does the child remain an heir of 
the husband strictly because he re- 
mains legitimate? Is the child his lin- 
eal descendant? What if the blood 
test had been ordered in Contino and 
the youngest son was proven not to 
have the father’s genes? Daniel 
Contino still would have been legiti- 
mate under the rule in Daniel be- 
cause he was born during the mar- 


The formerly rebuttable 
presumption of 
legitimacy has become 
an irrebuttable 
conclusion, a label 
attached to every child 
born or conceived 
during a lawful 
marriage. 


riage. Does such a nonbiological, le- 
gitimate child take a lineal 
descendant’s share of an intestate 
estate? If child support does not ac- 
company legitimacy during a father’s 
lifetime, then under Daniel, the de- 
scent of property upon the death of 
the legal father should not follow le- 
gitimacy either. The descent of prop- 
erty, it would seem, should follow 
paternity, as child support does dur- 
ing the biological father’s lifetime. 
However, now that paternity and le- 
gitimacy are “separate and distinct 
concepts,”'* this is not clear. 

Why the Supreme Court and Sec- 
ond District in Daniel created a dis- 
tinction between paternity and legiti- 
macy is perhaps the most interesting 
question. The creation of a new legal 
status which maintains “legitimacy” 
but removes “parentage” for children 
who are born during wedlock but are 
not the biological offspring of the 
husband, was not necessary for the 
result achieved in Daniel—the limi- 
tation of Privette to its facts, and a 
ruling that a man does not have to 
support a child he did not engender, 
adopt, or contract to support. These 
rulings follow naturally from prior 
law. The declaration that illegitimacy 
does not follow from a finding of non- 
paternity is an odd development be- 
cause, generally speaking, a pre- 
sumption is a substitute for proof, 
providing evidence where there is 
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none. Where there is proof to the con- 
trary, such as a genetic test, the pre- 
sumption is rebutted and should van- 
ish. 

It is apparent from Daniel that the 
appellate court and Supreme Court 
made this distinction to reconcile the 
cases holding that a husband does 
not have to support a child he did not 
engender, adopt, or contract to sup- 
port with Privette’s requirement that 
the child’s interest in preserving his 
or her legitimacy must be protected 
by the appointment of a guardian 
and a hearing before a genetic test 
can be ordered. Why not simply limit 
Privette’s procedural requirements to 
cases in which the legal father resists 
a blood test, as the courts did in 
Daniel, and affirm the common sense 
assumption that illegitimacy follows 
a finding of no paternity, unless there 
is an estoppel or a beneficial relation- 
ship that should be preserved? Such 
a rule would be consistent with tra- 
ditional rules of evidence and com- 
mon sense notions that a child not 
engendered by a husband is illegiti- 
mate and born “out of wedlock.” 

Under present law, the formerly 
rebuttable presumption of legitimacy 
has become an irrebuttable conclu- 
sion, a label attached to every child 
born or conceived during a lawful 
marriage. The conclusion is irrebut- 
table because it is difficult to imag- 
ine any circumstance or evidence by 
which a child born or conceived dur- 
ing a lawful marriage would ever be 
declared illegitimate. Paternity, be- 
ing a “separate and distinct” concept, 
is now irrelevant to a determination 
of legitimacy. This declaration in 
Daniel has directed family law, pro- 
bate and real estate law down a path 
the end of which is not clear. O 
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(Fla. 2d D.C.A. 1996). 
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Administrative Law 


Who Goes First and What Is “Competent, 
Substantial Evidence” in a Proposed Rule Challenge? 


A Commentary on the Order and Burden 
of Proof in Challenges to Proposed Rules 


by Edwin A. Bayo and John J. Rimes 


everal significant changes 

made to the Administrative 

Procedures Act during the 

1996 revision (the “New 
APA”) involved the burden of proof 
in challenges to an agency’s proposed 
rulemaking.! Prior to the enactment 
of these changes, case law estab- 
lished that the party challenging a 
proposed rule had the burden of 
proof as to all issues.? This burden 
was substantial because courts and 
administrative law judges had pre- 
viously deferred to an agency’s policy 
choice and consistently upheld rules 
if they were “reasonably related” to 
their enabling statutes, were not ar- 
bitrary or capricious, and did not 
contradict or conflict with other 
statutory or constitutional provi- 
sions.* 

The New APA substantially re- 
shapes the playing field. First (and 
most importantly for this article), 
when any substantially affected per- 
son challenges a proposed rule, the 
proposed rule is not presumed to be 
valid or invalid.* The agency, not the 
challenger, has “the burden to prove 
that the proposed rule is not an in- 
valid exercise of delegated legisla- 
tive authority as to the objections 
raised” in the challenging petition.‘ 
In addition, the statutory definition 
of what is an “invalid exercise of del- 
egated legislative authority” was 
amended to include two new grounds 
for invalidity, including that “the 
rule is not supported by competent 
substantial evidence.” 

Practitioners challenging (and de- 
fending) proposed rules are thus 
faced with significant issues raised 
by the amendments—three of which 
are addressed here: 1) Does the “bur- 


A practitioner would 
be well-advised to 
convince an agency 
of the wisdom of a 
client’s desired policy 
option in rule 
adoption 
proceedings and not 
in a rule challenge. 


den to prove” imposed upon the 
agency include the burden of going 
forward as well as the ultimate bur- 
den of persuasion? 2) Do a challenger’s 
well pleaded factual allegations stand- 
ing alone raise a prima facie case, re- 
quiring the agency to put on its case 
first? 3) How onerous is the agency’s 
burden of proof? 

Three recent decisions from the 
First DCA, St. Johns River Water 
Management District v. Consoli- 
dated-Tomoka Land Co., 717 So. 2d 
72 (Fla. lst DCA 1998)’; Board of 
Clinical Laboratory Personnel v. 
Florida Ass’n of Blood Banks, __ So. 
2d__, 1998 WL 432490 (Fla. lst DCA 
1998); and Agency for Health Care 
Admin. v. Florida Coalition of Pro- 
fessional Laboratory Organizations, 
Inc., 718 So. 2d 869 (Fla. lst DCA 
1998), have provided some clarifica- 
tion regarding these issues. This ar- 
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ticle discusses these cases and at- 
tempts to elaborate on the signifi- 
cant issues that remain unresolved 
and offers practitioners cautious 
advice for rule challenge success. 

The Consolidatéd-Tomoka case 
involved a challenge to a series of 
proposed rules of the St. Johns River 
Water Management District defining 
areas within the district as hydro- 
logic basins and establishing more 
stringent permitting and develop- 
ment requirements within the ba- 
sins. Although the administrative 
law judge determined that the pro- 
posed rules were supported by com- 
petent substantial evidence and that 
they were not arbitrary or capricious, 
he nevertheless invalidated the 
rules because they were not within 
the “particular powers and duties” 
granted by the enabling statute. In 
addition to this ultimate finding the 
administrative law judge also made 
an important preliminary ruling set- 
ting forth a procedure and a ratio- 
nale for the order of proof in pro- 
posed rule challenges.® 

The Blood Banks and Coalition 
cases involved numerous proposed 
rules regarding the education, train- 
ing, qualifications, and scope of prac- 
tice of clinical laboratory personnel. 
In both cases the administrative law 
judge invalidated all the rules on 
various grounds, including finding 
that the agency failed to prove the 
validity of the proposed rules by a 
“preponderance of the evidence.”® 

All three decisions were reversed 
on appeal. In Consolidated-Tomoka, 
however, the court agreed with the 
administrative law judge’s interpre- 
tation that, although the agency has 
the ultimate burden of persuasion to 


4 
3 
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establish that the proposed rule is 
valid, the challenger still has the 
burden of going forward and estab- 
lishing a factual basis supporting the 
objections raised. As noted by the dis- 
trict court, “Nothing in 120.56(2), F. 
S., requires the agency to carry the 
burden of presenting evidence to dis- 
prove an objection alleged in a peti- 
tion challenging a proposed rule. 
Moreover, it would be impractical to 
impose such a requirement.” 

The First District’s Consolidated- 
Tomoka holding appears to answer 
the first two questions raised above. 
It is now clear that an agency need 
not bear the burden of persuasion as 
to a challenger’s grounds for invali- 
dation of a proposed rule unless at 
hearing the challenger initially pro- 
ceeds with evidence sufficient to 
make out a legitimate basis for in- 
validation. If the challenger does 
come forward, then the agency must 
persuade the administrative law 
judge that the challenges to the pro- 
posed rule’s validity are factually or 
legally unsound. The agency need 
not, however, prove that its proposed 
policy choice is valid against poten- 
tial evidentiary grounds for invalida- 
tion which are not advanced by the 
challenger at hearing even if such 
allegations were initially contained 
in the rule challenge petition. 

The logic for this proposition is 


through a fullsize 4-door 
in the United States a 
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compelling. As the Consolidated- 
Tomoka court noted, to require an 
agency to carry the burden of persua- 
sion as to all possible factual chal- 
lenges to its rules which might be 
inferred from a challenger’s petition, 
and not simply those actually ad- 
vanced by the challenger at hearing, 
is unworkable and impractical. This 
is especially so because, under the 
New APA, a successful rule chal- 
lenger usually is entitled to an award 
of attorneys’ fees. If an agency must 
anticipate any possible factual chal- 
lenge to its rules that could be in- 
ferred from a petition and then bear 
the burden of persuasion as to mat- 
ters that the challenger itself is ei- 
ther unwilling to put forward or is 
unaware of would hopelessly impair 
the efficacy of the rule adoption pro- 
cess, not to mention being fundamen- 
tally unfair to the agency. 

The Consolidated-Tomoka court 
did not, however, clarify what process 
will be required of a challenger or an 
agency as to those grounds for rule 
invalidation which are legal in na- 
ture and do not rest on evidentiary 
issues. Much of the same logic ad- 
heres to the need for clarity and no- 
tice as to purely legal issues as well 
as those with evidentiary compo- 
nents. Thus, it appears that the bet- 
ter practice would be for administra- 
tive law judges to require—either as 


part of a prehearing stipulation or as 
a comprehensive statement of issues 
of law to be decided at hearing—that 
the purely legal challenges to a rule 
must be clarified by the challenger 
so that the agency need only shoul- 
der its burden of persuasion as to the 
issues that the challenger truly 
wishes to advance. 

The Consolidated-Tomoka decision 
furthermore did not address the third 
of the questions discussed above— 
What actually is the nature of the 
agency’s burden of proof as to issues 
which must be decided with reference 
to evidentiary material? In the Blood 
Banks and Coalition cases, the court 
did partially address this question 
and held, in the Blood Banks case, 
inter alia, that the administrative 
law judge erroneously applied a pre- 
ponderance of the evidence standard 
in reaching his decision to invalidate 
the proposed rules, when it appeared 
that the only evidentiary burden 
statutorily required of the agency is 
to show that its rules are based upon 
“competent, substantial evidence.” 

The question is, of course, what is 
“competent, substantial evidence” in 
the context of a trial level evidentiary 
proceeding? As has long been recog- 
nized, “competent, substantial evi- 
dence” is traditionally a standard of 
review, not an evidentiary standard. 
Normally applied to judicial review 
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of quasi-legislative decisions, the 
standard is highly deferential to the 
decision-making body and holds that 
a policy choice will be upheld if it is 
based upon “evidence” that is “suffi- 
ciently relevant and material that a 
reasonable mind would accept it as 
adequate to support the conclusion 
reached.” If such a simple applica- 
tion of this deferential standard was 
the only impact of the new basis for 
rule invalidation, then little on the 
administrative law rule challenge 
burden of persuasion front would 
have changed with the New APA. 
But, as with many things, it is not 
that simple. 

The formal hearing provisions of 
the APA have long required, when 
facts are at issue, that the party with 
the burden of proof/persuasion must, 
unless otherwise provided by law, 
meet its evidentiary burden by a pre- 
ponderance of the evidence.'* As we 
have discussed, an agency always has 
the burden of persuasion in all pro- 
posed rule challenges on all well-joined 
issues, including those of fact. How, 
then, is a trier of fact to apply a “re- 
view” standard—“competent, substan- 
tial evidence”—to what probably will 
be an increasingly fact-intensive and 
contentious evidentiary proceeding? 

The Blood Banks and Coalition 
cases have not fully provided the 
answer. The court in the Blood Banks 
case simply made the statement that 
proof by a preponderance of the evi- 
dence “is not required in . . . section 
120.52(8), and the ALJ erred in im- 
posing that burden on the agency.”"* 
There was no discussion of the inter- 
relationship of the formal hearing 
“preponderance of the evidence” re- 
quirement with the “competent, sub- 
stantial evidence” requirements of 
§120.52(8). This was probably due to 
the self-evident fact that the chal- 
lenge to the agency’s decision in the 
Blood Banks case was the result of a 
quintessential policy choice disagree- 
ment—not an evidentiary issue.’ 

The Coalition court, on the other 
hand, while tangentially discussing 
the burden of proof/persuasion ques- 
tion was simply not faced with an 
evidentiary issue. As the court noted, 
the thrust of the challenge to the pro- 
posed rules in the Coalition case was 


To make some 
conclusions out of 
this unsettled area of 
the law, it is perhaps 
best to go back to 
the beginning of 
modern Florida APA 
jurisprudence and the 
McDonald case. 


that they were inconsistent with ex- 
isting rules and that the agency had 
not justified its decision to recede 
from its earlier policy position by “a 
preponderance of the evidence.””® 
Thus, there was no evidentiary dis- 
pute. The assertion made by the chal- 
lenger was simply that the agency 
had failed to show that when it de- 
cided to repeal its old rules and 
implement new ones the agency had 
not shown that its earlier decision 
was wrong. The court properly char- 
acterized this as a quibble about an 
agency’s right to make policy choices 
from several rational alternatives— 
all of which were within the agency’s 
statutory authority. Thus, since the 
agency’s new rules were a legitimate 
policy choice and were supported by 
evidence that a reasonable person 
would credit, i.e., “competent, sub- 
stantial evidence,” they were upheld. 

In order to make some conclusions 
out of this unsettled area of the law, 
it is perhaps best to go back to the 
beginning of modern Florida APA 
jurisprudence and the seminal case 
of McDonald v. Dept. of Banking and 
Finance, 346 So. 2d 569 (Fla. lst DCA 
1977). Since McDonald, administra- 
tive law jurisprudence has recog- 
nized a distinction between eviden- 
tiary issues that are “susceptible of 
proof by ordinary means” and those 
“facts” which are “matters of opinion” 
and “are. . . infused by policy consid- 
erations for which the agency has 
special responsibility.”!” In the con- 
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text of substantial interests proceed- 
ings it has become clear that agen- 
cies can rarely modify or amend the 
findings of administrative law judges 
which address the former but are 
given much more discretion with the 
latter. Thus, in a licensing or admin- 
istrative enforcement proceeding, 
courts have only rarely found “policy 
considerations” which are so impor- 
tant as to outweigh the deference 
usually granted to the evidentiary 
findings of the trier of fact. 

The treatment of evidentiary is- 
sues in rule challenge proceedings, 
however, has received much less 
analysis. Perhaps as a result of the 
extraordinarily high burden placed 
upon challengers who have attacked 
the factual underpinnings of a pro- 
posed rule, only rarely has a rule 
been invalidated due'to its lack of 
factual support.'* Usually rules were 
invalidated as a result of primarily 
legal infirmities, e.g., vagueness, lack 
of statutory authority, failure to com- 
ply with procedural requirements, or 
conflict with other provisions of the 
statutes or constitution. 

With the New APA, however, the 
McDonald evidentiary analysis be- 
comes highly relevant in rule chal- 
lenges. When an agency has based its 
proposed rules upon factual assump- 
tions which are “susceptible of proof 
by ordinary means” then, when chal- 
lenged on its factual assumptions, the 
agency has (and should have) the bur- 
den of persuading the administrative 
law judge that its factual assumptions 
and conclusions are more likely to be 
correct than those of the challenger. In 
such circumstances the quantum of 
“competent, substantial evidence” nec- 
essary for the agency to prevail should 
be akin to the “preponderance of the 
evidence” standard. 

On the other hand, when a chal- 
lenger attacks not the underlying 
factual assumptions of the agency 
when it promulgates its policies in 
rules but rather the policy choice it- 
self, then the traditional deferential 
rules should apply. In such a circum- 
stance an administrative law judge 
or acourt should defer to the agency’s 
policy choice, if legally sound, since 
to do otherwise would be improperly 
engaging in legislating as opposed to 


adjudicating. 

What this all means is that a prac- 
titioner would be well-advised to try 
to convince an agency of the wisdom 
of a client’s desired policy option in 
rule adoption proceedings and not in 
a rule challenge. However, if an 
agency has determined to go through 
with a choice that appears factually 
flawed, practitioners should find it 
much easier to invalidate a rule if 
they can raise material factual ob- 
jections that the agency cannot re- 
but. If such can be done then an ad- 
ministrative law judge should hold 
that the rule is not supported by 
“competent, substantial evidence” 
and invalidate the agency’s proposed 
rule. O 
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“When a proposed rule is challenged be- 
fore a hearing officer, it is the role of the 
officer to determine whether the rule is 
arbitrary or capricious . .. . This is usu- 
ally a fact-intensive determination. A 
proposed rule is‘arbitrary’ only if it is‘not 
supported by fact or logic.’ . . . It is ‘capri- 
cious’ if it is taken ‘without thought or 
reason.’...The party challenging the rule 
must prove its invalidity by a preponder- 
ance of the evidence .... When an appel- 
late court reviews the factual findings 
made by a hearing officer in such a pro- 
ceeding, its primary task is to determine 
whether the findings concerning the rea- 
sonableness of the rule are supported by 
competent substantial evidence. ...Thus, 
under our limited scope of review, we 
must affirm the hearing officer’s decision 
if there is competent substantial evidence 
in the record to support the determina- 
tion that the challenger did not success- 
fully prove the proposed rule to be arbi- 
trary or capricious.” 
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the friendliest, most powerful software 
available for producing debtors’ forms. 


Call today for your FREE evaluation 
version, brochure and price list. 


1.800.492.8037 


Best Case SOLUTIONS, INC. 
600 Davis Street, Suite 201 
P.O. Box 32 

Evanston, IL 60204-0032 


REACH Us ON THE 
Wide Wes AT: 
www. bestcase.com 


‘ 
VISA * MASTERCARD * AMERICAN EXPRESS 
60-DAY MONEY-BACK GUARANTEE 


TRADEMARK 
& COPYRIGHT SEARCHES 


TRADEMARK - Supply word and/or 
design plus goods or services. 


SEARCH FEES: 


COMBINED SEARCH - $260 
(U.S., State, and Expanded Common Law) 


U.S. TRADEMARK OFFICE - $120 
STATE TRADEMARK - $125 
EXPANDED COMMON LAW - $165 
DESIGNS - $145 per U.S.class (minimum) 
COPY RIGHT'- $155 

PATENT SEARCH - $390 (minimum) 


INTERNATIONAL SEARCHING 
DOCUMENT PREPARATION 


(for attorneys only - applications, Section 8 
& 15, Assignments, renewals.) 

RESEARCH7-(SEC - 10K's, ICC, FCC, 
COURT RECORDS, CONGRESS.) 
APPROVED ~ Our services meet 
standards set for us by a D.C. Court 

of Appeals Committee. 
Over 100 years total staff experience - not 
connected with the Federal Government. 


GOVERNMENT LIAISON SERVICES, INC, 


3030 Clarendon Blvd., Suite 209 
Arlington, VA 22201 
Phone: (703) 524-8200 

FAX: (703) 525-8451 


Major credit cards accepted. 


TOLL FREE: 800-642-6564 
Since 1957 
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Psychologist, Child & Adult 


Custody, CR35, PTSD, Sexual Harass- 
ment. Defense and plaintiff. Liability and 
damages. Evaluation and case review. CV, 
refs, work sample. (800) 642-5080 


- 
57,000 lawyers! 


Ad Rates. 


$75.00 for the first 5 lines. $15 for 
each additional line. Payable in ad- 
vance. Approximately 45 charac- 
ters per line. A character is any let- 
ter, number, punctuation mark or 
space. 


David Francis 
The Florida Bar Journal 
650 Apalachee Parkway 
Tallahassee, FL 32399-2300 
(850) 561-5687 


Fax (850) 681-3859 


Display rates available. 


- Send ad text and ad run date tors 


Services 


Real Estate Litigation 


= Expert Witness Real Property: 48 
years practice exclusively in Florida real 
estate law. Board Certified. AV rated. James 
L. Mack, 20185 E. Country Club Dr. # 607, 
Aventura, FL 33180 (305) 933-2266 


Stockbroker Fraud/ 
Mismanagement 


@ Stockbroker Fraud /Mismanagement 
Call us to talk over remedies available to 
your clients who have securities account 
losses. Referral or co-counsel; expert wit- 
ness affiliations. David McGee, Beggs & 
Lane, Pensacola, 850-432-2451. 


Toxicology 


= Chemical Toxicologist. Twenty-four 
years experience in Sampling and expert 
witness- industry, government and univer- 
sity research. Soc. of Toxicology, SETAC, 
American College of Toxicology. Dr. R. L. 
Lipsey, (904)398-2168. 


Trust 


= Expert Witness Trust & Bank Invest- 
ments: Twenty years investment experi- 
ence. Former vice president/portfolio man- 
ager Chase Manhattan, Sun Bank, United 
Jersey. Chartered Financial Analyst (1979). 
Cum Laude-Wharton, University of Penn- 
sylvania. BS economics, dual major: fi- 
nance/economics. Registered investment 
advisor. Steve Stern, CFA, 161 Crandon 
Bivd., #325, Key Biscayne, FL 33149, 
(305) 374-8493. 


PROCESS SERVICES» 


Monroe County/Florida Keys: 
Process Servers Cooperative of the Florida 
Keys (PSCFK) - We cover our Keys. 
Dr. Denny Howley - Coordinator 
(305) 294-5568.Structued Settlements/ 
lotteries 


STRUCTURED SETTLEMENTS/ 


LOTTERIES 


@ Top dollar paid for insurance settle- 
ments, lottery winnings, notes, Law Firm 
Receivables and periodic payment con- 
tracts. Heartland Capital Funding, Inc., 
(800)897-9825. “Professional Annuity 
Funding for you and your client.” 


TRADEMARK 


@ Trademark application prepara- 
tion, $350 and Trademark Searches 
by attorney Richard Morris. http:// 
www.4trademark.com. 1-800-67- 
TRADEMARK. 


LEGAL RESEARCH & 
WRITING SERVICES 
A service for Atty’s by Alty’s 


Control your costs, have peace of mind that 
your special needs will be professionally 
prepared in a timely manner with competent 
analysis and conclusion. 

The latest authority guaranteed. 


_ LEGAL RESEARCH, Inc. 


Phone - Fax (954) 423 -9815 
E-Mail: legal-research@mindspring.com 


Web Site : www.legal-research-inc.com 


Credible. 


Medical Experts 


Florida physicians have more credibility with 
Florida juries. We have more than 900 Florida 
physicians who have agreed to review your mal- 
practice case and, if it has merit, testify for you. 
Plaintiff or defense. 

THE ALTERNATIVE to typical referral services: 
we make full disclosures of our recruiting methods! 


Physicians for Quality 


1-800-284-3627 


www.pfq/experts.com 


Advertise in 
The Florida Bar 
Website 
for prices and sizes 
contact David Francis 
(850) 561-5687 or 
email: 
dfrancis@flabar.org 
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THE Best Way To 
REACH ALL THE LAWYERS 
IN FLORIDA 
The Florida Bar News and 
The Florida Bar Journal 


To Advertise Call 
Cassandra Dixon 
(850) 561-5601 


Lawyer 
March Jan. 15 
April Feb. 15 
May Mar. 15 
| 
| 


LEXIS-NEXIS just got easier for solos 
and small law firms in Florida. 


Whether you're a PRO or a novice, with LEXIS-NEXIS MVP it's easier than ever to use 
the power of your computer to conduct your legal research. Offering you more 
flexibility and more affordability than any other online legal research program, MVP 
allows you to mix and match the state, federal and specialty materials you use most. 
With MVP's easy-to-use features, you can ... 


e IMMEDIATELY ASSESS the key points of law and factual issues of 
the cases you find — from actual language used by the court — with new Core Terms ... 
an alternative to headnotes! 


e LINK QUICKLY to relevant federal and state cases, statute sections and 
law reviews outside of your flat-rate library, from virtually any jurisdiction, at no 


additional charge. 


e ACCESS ON THE INTERNET through an easy-to-use 
browser interface. 


Predictably priced for solos and small law firms, LEXIS-NEXIS MVP gives you more 


coverage and more current comprehensive information —all for one flat monthly rate! 


Easier Than Ever. 
No Hidden Cosis. No Surprises. 


1-800-356-6548 ask for ext. 1231 
com 


www.lexis. 


Includes unlimited access to: 


e FL Caselaw from 1886 

e FL Statutes (current and archived) 
e FL Court Rules 

e FL Workers’ Compensation Decisions 
e FL Administrative Files 

e FLUCC and Bankruptcy Filings 

e FL Journals and Law Reviews 

e FL Regional News 

e FL Martindale-Hubbell® Listings 
e And FL CLE Materials included 


at no extra charge! 


PLUS, add unlimited use of the 
premier citation service — 
SHEPARD’S® Citations 
or state Deed Transfers and Property 
Records to your MVP Florida library 
— all for an additional low 
monthly flat rate. 


SCOUNTS AVAILABLE! 


* Price quoted is for one attorney. Additional charge applies to each attorney in the firm. Note: State and local taxes 


YEAR 2000 not included. Some restrictions may apply. Prices subject to change. LEXIS and NEXIS are registered trademarks 3 LEXIS: NEXIS: 
COMPLIANT of Reed Elsevier Properties Inc., used under license. The INFORMATION ARRAY logo is a trademark of Reed 
Upgrade Now! Elsevier Properties Inc., used under license. SHEPARD'’S is a registered trademark of Shepard's Company. 


EQ. A member of the Reed Elsevier ple group 


1-800-925-9265 © 1998 LEXIS-NEXIS, a division of Reed Elsevier Inc. All rights reserved. 
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A MEMBER SERVICE OF 


= See at a glance if your case has 


3 
% 
| Disapproved of by &, = 


History Inre Marriage of Brown, 126 Cal-Rptr. 633, 636+. 544 P.2d 
istory Only oS Cal.3d 838, 844+, 94 A.L.R.3d 164+ (Cal. Jan 16. 1976) 


History (NO. L.A. 30463) HN: 1 
the Case) Positive Cases 


of 227 documents | *k*&*&* Examined 

a | 2 Aloy v. Mash, 212 Cal.Rptr. 162)163+, 696 P.2d 656, 657+, 38 Cal.3d 413, 415+, 
= | 53 USLW 2497+, 6 Employed Benefits Cas. 1436+ (Cal. Mar 28, 1985) 
(NO. S.F. 24639) 9 HN: 6,9,N 
“| 3 Aloy v. Mash, 192 Cal.Rptr. $18, 820+, M4 Cal.App.3d 76g 
(Cal.App. 5 Dist. Jul 08, 1983) (NO. CIV 6 
4 Davis v. Damrell, 174 Cal.Rptr. 257, 2504 
(Cal.App. 1 Dist. Jun 0 

5 Ruchti v. Goldfei 


See which other cases discuss your case 
the most, then click on a case to view its 


6 discussion of your case 


KeyCite. This citator makes it easy 
check for good law and find related cases. 


Now it’s much simpler to —_or criticized. The flags even appear right with over 600 law reviews—is a click away, And 


get an accurate view of the cases on Westlaw. KeyCite is as current as Westlaw. 
law today. *& & & & Depth of treatment stars tell you It makes a crucial part of your research 
= West Group’s KeyCite" how much other cases discuss your case. much easier. 
citation research service combines easy <== Integrated Key Numbers and FREE BOOKLET! 


graphics with the integration of Westlaw° and headnotes in full /ext provide a fast path to To get full details 


Topic and Key Numbers. So your check for related cases. Fr on KeyCite, request 
good law goes quicker. Plus, any source discussing your case—all : = the illustrated 
aa When you KeyCile a case via the cases in the National Reporter System, KeyCite guide. 


Westlaw, CD-ROM or the Web, you'll see at a a million unpublished cases, thousands of CALL 1-800-700-9378 TODAY 


glance if your case was reversed, overruled ALR” annotations and Am Jur 2d articles, and or visit www.westgroup.com/keycite/ 


KeyCite 


The Key to Good Law si, 


INFORMATION ON YOUR TERM S« <p 


WES 


Bancroft-Whitney » Clark Boardman Callaghan + Lawyers Cooperative Publishing » Westlaw” +» West Publishing GR¢ JUP 


© 1998 West Group 3-9799-0/8-98 1-614-216-6 The trademarks shown within are used under license 
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